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I.      INTRODUCTION 

On  August  3,  1991,  Blue  Cross  and  Blue  Shield  of  Massachusetts,  Inc.  (BCBS)  submitted 
a  rate  request  to  the  Division  of  Insurance  (Division),  for  review  and  approval  pursuant  to  G.L. 
c.  176A,  §  6  and  10  and  c.  176B,  §  4  of  proposed  Medex  rates  and  plan  changes.  Medex  is  a 
supplemental  health  insurance  product  generally  marketed  by  BCBS  to  persons  who  are  eligible 
for  Medicare.  Pursuant  to  G.L.  c.  176A  and  c.  176B,  Medex  contracts  and  rates  must  be 
approved  by  the  Commissioner  of  Insurance.  Medex  is  a  form  of  "Medigap"  insurance,  so  called 
because  it  fills  the  gaps  left  in  Medicare  coverage  and  provides  additional  non-Medicare  health 
insurance  benefits.  The  terms  of  Medigap  insurance  are  currently  prescribed  by  Division 
regulation  211  CMR  68.00. 

BCBS  requested  that  the  Division  approve  a  composite  rate  increase  of  18.0  percent  for 
the  six  direct-billed  Medicare  supplemental  or  Medigap  policies  it  is  currently  authorized  to  sell 
in  Massachusetts,  to  be  effective  on  billing  dates  on  and  after  January  1, 1993.  For  the 
individual  products,  BCBS  requested  the  following  rate  changes:  rate  increases  of  28.3,  10.8 
and  22.9  percent,  respectively,  for  Medex  Gold,  Medex  Silver,  and  Medex  Standard;  and  rate 
decreases  of  24.0,  8.4  and  14.5  percent,  respectively,  for  Medex  Basic,  Medex  Bronze  and 
Medex  Core.  In  that  filing  BCBS  also  requested  approval  of  certain  changes  to  its  rating 
methodology,  as  well  as  the  approval  of  a  Risk  Pool  Improvement  Program. 

A.     Background  and  Procedural  History 

On  August  24,  1992,  BCBS  submitted  proposed  amendments  to  the  filing,  which,  among 
other  things,  modified  the  rates  to  request  a  composite  rate  increase  of  18.3  percent.1     On 


1  BCBS' requested  rate  changes  on  a  product-by-product  basis  were  amended  to:  for  Medex  Gold, 
28.6%;  for  Medex  Silver,  11.1%;  for  Medex  Standard,  23.3%;  for  Medex  Basic,  -23.8%;  for  Medex 
Bronze,  -8.4%  and  for  Medex  Core,  -14.5%. 


Decision  on  1993  Medex  Rates  Page  2 

DOI  Docket  No.  G92-28 

October  21,  1992,  BCBS  submitted  a  second  motion  to  amend  the  filing  to  correct  projected 
utilization  review  savings.    On  November  12,  1992,  BCBS  submitted  a  third  motion  to  the  filing 
to  reflect  rating  changes  for  prescription  drug  services  resulting  from  amendments  to  its  mail 
service  agreement  with  Medco  Containment  Services,  Inc.  (Medco),  as  well  as  a  new  retail 
pharmacy  agreement  with  PCS  Health  Systems,  Inc.  (PCS).   As  a  result  of  BCBS'  third 
amendment  to  the  filing,  its  composite  requested  rate  increase  is  14.7  percent  with  the  following 
individual  proposed  rates  for  each  of  the  six  products:  rate  increases  of  23.8,  6.1  and  17.5 
percent,  respectively,  for  Medex  Gold,  Medex  Silver,  and  Medex  Standard;  and  rate  decreases 
of  26.9,  8.4  and  14.4  percent,  respectively,  for  Medex  Basic,  Medex  Bronze  and  Medex  Core. 

Both  the  State  Rating  Bureau  (SRB)  and  the  Attorney  General  (AG)  intervened  in  the 
proceeding.  No  other  party  sought  to  intervene  this  year.  The  proceeding  was  conducted 
pursuant  to  211  CMR  120.00.  Two  days  were  devoted  to  a  technical  conference  among  the 
parties.2 

On  September  1,  1991,  in  accordance  with  G.L.  c.  176A,  §  6  and  G.L.  c.  176B,  §  4,  a 
public  hearing  was  convened  to  review  the  proposed  rates.  Thirty-five  witnesses  made  unsworn 
statements,  including  Steven  Tringale,  BCBS'  Vice  President  of  External  Affairs,  thirteen  state 
senators  or  representatives,  representatives  of  the  SRB,  the  AG,  the  Secretary  of  Elder  Affairs, 
the  Massachusetts  Law  Reform  Institute,  the  Massachusetts  Senior  Action  Council,  Health  Care 
for  All,  as  well  as  the  American  Association  of  Retired  Persons,  and  individual  Medex 
subscribers. 


2    The  transcripts  of  those  conferences,  as  well  as  the  exhibits,  are  included  in  the  record  of  this 
proceeding. 
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Since  the  filing  date,  the  Division  has  also  received  numerous  letters  and  telephone  calls 
from  subscribers,  legislators  and  others.  These  communications  have  in  large  part  offered 
opposition  to  the  proposed  rate  increase. 

Following  the  public  comment  testimony,  the  Division  held  evidentiary  hearings.  Ten 
witnesses  testified  for  a  total  of  fifteen  hearing  days;  the  proceeding  generated  seventeen 
volumes  of  transcripts  and  28  hearing  exhibits  over  a  four-month  period.  On  November  9, 
1992,  the  record  in  this  proceeding  was  closed. 

On  November  12, 1992,  after  the  hearings  had  been  held  on  BCBS'  filing,  the  Interveners' 
responsive  filings,  BCBS1  rebuttal  filing  and  the  AG's  surrebuttal  filings,  BCBS  submitted  a  third 
amendment  to  its  filing  based  on  changes  in  the  mail  service  contract  with  Medco,  which 
reduced  the  cost  of  prescription  drugs  for  its  mail  service  program.  BCBS  also  proposed  a  new 
retail  pharmacy  agreement  with  PCS  whereby  BCBS  would  contract  to  pay  for  prescription 
drugs  purchased  only  at  retail  pharmacies  that  were  part  of  the  PCS  network  within 
Massachusetts.  This  new  contract  also  permits  BCBS  to  request  lower  rates  than  were  stated  in 
its  original  filing.  Because  the  amendment  resulted  in  a  reduction  of  the  requested  rates  for 
plans  with  drug  coverage,  neither  Intervenor  objected  to  the  motion  to  amend.  However,  they 
both  criticized  BCBS'  submission  of  a  motion  at  such  a  late  date.  I  allowed  that  motion  and 
permitted  hearing  on  the  amendment  The  record  was  finally  closed  on  December  7,  1992.  All 
parties  filed  briefs  and  reply  briefs. 

Although  I  allowed  BCBS'  motion  to  amend  and  I  join  the  Intervenors  in  applauding 
BCBS  for  achieving  savings  in  prescription  drug  costs  and  proposing  a  concurrent  retail  drug 
utilization  review  program,  I  am  concerned  that  BCBS  submitted  such  a  major  amendment  so 
late  in  these  proceedings.  The  rate  review  process  provides  for  a  date  certain  on  which  rates 
will  go  into  effect.  That  date  depends  upon  the  rate  request  being  made  on  time,  and  the  hearing 
proceeding  in  an  expeditious  fashion.  Although  BCBS  informed  me  and  the  parties  of  its 
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intention  to  file  an  amendment  some  weeks  before  it  was  filed,  the  late  filing  caused  the 
proceeding  to  be  reopened  and  required  additional  hearing  days  and  time  to  permit  the 
Intervenors  to  examine  the  issues  raised  by  the  amendment 

B.     Standard  of  Review 

The  standard  of  review  to  be  applied  to  a  Medex  rate  request  is  governed  by  G.L.  c. 
176A,  §  6  and  c.  176B,  §  4.  These  statutes  provide  that  no  proposed  rates  shall  be  approved  if 
the  benefits  provided  are  unreasonable  in  relation  to  the  rates  charged  or  if  the  rates  charged  are 
excessive,  inadequate,  or  unfairly  discriminatory. 

The  Commissioner  does  not  set  Medex  rates.  Rather,  the  Commissioner's  function  is  to 
review  proposed  rates  submitted  by  BCBS  to  determine  whether  the  rates  fall  within  a  range  of 
reasonableness.  Proposed  rates  are  entitled  to  deference  so  long  as  they  fall  within  a  range  of 
reasonableness,  but  the  burden  is  on  BCBS  to  furnish  evidence  enabling  the  Commissioner  to 
determine  that  range.  Massachusetts  Association  of  Older  Americans,  Inc.  v.  Commissioner  of 
Insurance,  393  Mass.  404, 407-408  (1984).  The  Commissioner  is  not  required  to  approve 
elements  of  the  filing  which  would  lead  to  rates  falling  within  a  range  of  excess  or  inadequacy, 
no  matter  how  small.  Blue  Cross  of  Massachusetts,  Inc.  v.  Commissioner  of  Insurance,  397 
Mass.  1 17, 1 19,  124  (1986).  A  proposal  within  the  range  of  reasonableness  must  be  approved, 
even  if  it  is  not  the  one  that  the  Commissioner  would  choose.  Massachusetts  Association  of 
Older  Americans,  Inc.  v.  Commissioner  of  Insurance,  393  Mass.  at  407;  Massachusetts  Medical 
Service  v.  Commissioner  of  Insurance,  344  Mass.  335,  339  (1962). 

In  addition,  under  G.L.  c.  176A,  §  6  and  c.  176B,  §  4,  in  reviewing  proposed  contracts 
and  rates,  the  Commissioner  is  required  to  determine  whether  BCBS  "employs  a  utilization 
review  program  and  other  techniques  acceptable  to  [her]  which  have  had  or  are  expected  to 
have  a  demonstrated  impact  on  the  prevention  of  reimbursement  by  [BCBS]  for  services  which 
are  not  medically  necessary." 
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Chapter  199  also  requires  that  the  Commissioner  disapprove  a  Medex  rate  request  if  the 
proposed  rates  include  a  subscriber  contribution  to  the  reserves  of  BCBS  or  if  the  rates  do  not 
provide  a  credit  for  investment  income. 

C.  Proposed  Benefit  Design  Changes 

This  year,  BCBS  has  proposed  to  implement  a  Risk  Pool  Improvement  Program, 
consisting  of  an  early  enrollment  incentive  to  begin  during  this  rate  year  and  an  upgrade 
disincentive  to  commence  in  the  1994  rate  year.  BCBS  stated  that  this  program  differs  from  the 
Early  Enrollment  Incentive  Program  it  proposed  last  year  and  that  this  year's  program  addresses 
the  issues  stated  in  last  year's  disapproval  of  that  earlier  proposal.  Decision  on  1992  Medex 
Rates  at  107-121.  The  SRB  supported  this  proposal;  and  the  AG  generally  supported  it  as  well. 
He  did,  however,  raise  certain  objections  in  his  responsive  filing  which  he  did  not  pursue  in  his 
brief. 

The  SRB  requests  that  I  require  BCBS  to  institute  alternative  billing  arrangements  for  its 
subscribers,  to  permit  them  the  option  to  pay  premiums  monthly,  semi-annually  or  annually,  as 
well  as  quarterly.  BCBS  objects  to  instituting  this  program  at  this  time. 

D.  Hearing  Issues 

Both  Intervenors  dispute  the  calculation  of  BCBS'  proposed  new  induced  utilization  factor 
for  Part  B  services,  including  outpatient  services,  physicians  services  and  psychiatric  services. 
They  also  both  dispute  BCBS'  calculation  of  its  proposed  new  contract  relativities  factor, 
although  for  different  reasons.  The  AG  disputes  BCBS'  calculation  of  its  inpatient  deductible, 
the  noncovered  services  factor  for  physicians'  services  and  the  outpatient  department 
coinsurance  cost  trend.  He  also  disputes  BCBS'  new  methodology  for  calculating  the 
prescription  drug  benefit,  including  the  adverse  selection  factor,  the  proposed  cost  and  incidence 
factors,  and  the  model  employed  by  BCBS. 
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Both  Intervenors  contend  that  BCBS  has  failed  to  satisfy  the  requirements  of  Chapter  199 
in  negotiating  new  contracts  under  Chapter  495,  although  only  the  AG  has  requested  that  no 
rate  increase  be  granted  for  this  reason.  The  AG  also  raises  specific  issues  with  regard  to 
particular  utilization  review  programs. 

With  the  exception  of  the  above  matters,  the  filing  was  not  contested  by  the  parties.3  With 
respect  to  elements  of  the  rate  proposal  not  specifically  addressed  in  this  decision,  I  make  no 
findings  regarding  the  methodologies  employed,  although  I  accept  on  this  record  the  results 
obtained  as  not  unreasonable  for  this  year. 

As  explained  more  fully  below,  the  rates  proposed  in  BCBS'  filing,  as  amended  through 
November  12, 1991,  are  disapproved.  BCBS'  proposed  Risk  Pool  Improvement  Program  is 
approved.  BCBS1  filed  certificates  and  riders  are  disapproved.  Although  I  do  not  find  that 
BCBS  has  in  general  failed  to  meet  its  obligations  under  Chapter  199, 1  address  in  Section  IV 
my  concerns  with  specific  failings  by  BCBS  in  addressing  its  cost  containment  obligations. 
BCBS  is  permitted  to  file  a  revised  rate  filing  in  accordance  with  Section  VI  of  this  decision. 


3    The  SRB  originally  disputed  BCBS'  calculation  of  the  pure  Medex  days  but  did  not  pursue  this  in  its 
brief. 


; 
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II.    RATE  CALCULATION 


A.     Inpatient  Deductible  Incidence  Projection 

This  year  BCBS  projected  a  four  percent  annual  trend  in  incidence  for  the  inpatient 
deductible  offered  as  a  benefit  in  Medex  Gold,  Silver  and  Bronze  products.  BCBS  asserts  that  it 
derived  that  trend  from  a  time  series  regression  of  historical  data  from  1985  through  1991 
excluding  data  for  1989  and  the  first  quarter  of  1990,  the  period  affected  by  the  Medicare 
Catastrophic  Coverage  Act  (MCCA).4  The  AG  challenges  this  projection  as  excessive.  The 
AG's  actuarial  witness,  Mr.  Charles  DeWeese,  recommended  an  alternate  projection  of  two 
percent,  based  on  averaging  the  zero  percent  trend  found  for  this  benefit  for  the  period  before 
1989,  when  the  MCCA  went  into  effect,  with  the  four  percent  trend  shown  after  the  MCCA  was 
no  longer  in  effect.    For  the  reasons  set  forth  below,  I  find  that  on  this  record,  BCBS  has 
demonstrated  that  the  projected  four  percent  trend  is  reasonable  for  this  rate  year. 

The  AG  does  not  challenge  the  fact  that  BCBS'  regression  model  derives  a  four  percent 
trend.  Nor  does  he  disagree  that  the  MCCA,  which  eliminated  the  necessity  for  a  Medex 
inpatient  deductible  benefit,  affected  Medex  utilization  for  this  benefit  during  1989,  and,  because 
of  transitional  effects,  during  the  first  quarter  of  1990.  Rather,  Mr.  DeWeese  stated  that  he  was 
concerned  that  BCBS'  regression  model  ignored  the  long  term  historical  trend  of  zero  increased 
incidence  and  gave  too  much  credibility  to  recent  experience  that  showed  an  increased  incidence 
of  approximately  four  percent 

Although  Mr.  DeWeese  originally  criticized  BCBS  for  projecting  a  trend  based  only  on 
three  data  points,  he  agreed  on  cross-examination  that  the  four  percent  trend  was  actually  based 


4    BCBS'  projected  cost  for  this  benefit  of  $676  for  1993  and  $720  for  1994  has  not  been  challenged  by 
either  Intervenor.  HCFA  has  now  published  in  the  Federal  Register  $676  as  the  deductible  amount  for 
1993. 
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on  the  seven  most  recent  data  points,  which  post  date  the  MCCA.5   The  AG  maintains, 
however,  that  BCBS'  projection  was  the  most  pessimistic  interpretation  of  future  trends  based 
on  available  and  credible  data.    He  contends  that  the  length  of  the  historical  data  used  by  BCBS 
is  inconsistent  with  acceptable  projection  methods  and  practices  of  examining  at  least  three  years 
of  data. 

BCBS  acknowledges  that  it  would  have  been  desirable  to  have  a  longer  series  of 
consistent  data  reflecting  the  incidence  trend  for  use  in  the  regression  analysis.  The  AG  notes 
that  Ms.  Lucinda  Lewis,  BCBS'  actuarial  witness,  agreed  that  the  short  period  of  recent  Medex 
data  upon  which  BCBS  relied  to  project  this  benefit  presented  a  problem  for  accurately 
predicting  future  trends.   BCBS  contends,  however,  that  the  lack  of  data  uninterrupted  by  the 
MCCA  should  not  be  addressed  by  incorporating  data  from  the  period  prior  to  the  enactment  of 
the  MCCA. 

BCBS  asserts  that  Mr.  DeWeese  agreed  with  BCBS'  view  that  it  is  typical  actuarial 
practice  to  rely  upon  the  most  recent  two  or  three  years  of  available  data  in  estimating  future 
trends  and  argues  that  the  seven  data  points  represent  almost  a  two  year  historical  period.   By 
contrast,  it  argues,  the  data  prior  to  the  MCCA  reach  back  five  to  eight  years  and  are  too  old  to 
indicate  what  should  be  expected  in  the  rating  period,  especially  when  the  most  recent  data  show 
a  markedly  different  trend.    The  AG  disagrees,  noting  that  the  zero  trend  is  as  recent  as  four 
and  five  years  ago,  well  within  the  range  of  historical  data  that  has  been  used  in  BCBS  filings 
and  these  proceedings. 


5    Mr.  DeWeese  acknowledged  that  by  looking  at  quarterly  data,  there  was  a  longer  period  of  data 
available  for  the  modeling  than  he  previously  thought  when  he  looked  at  the  graphical  representation  of 
the  trend.  Mr.  DeWeese  stated  that  the  quarterly  graph  showed  seasonality  effects,  but  he  appeared  to 
agree  that  the  model  had  been  adjusted  for  seasonality. 


I  I 
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To  support  its  four  percent  trend,  BCBS  introduced  in  its  rebuttal  filing  evidence 
concerning  Massachusetts  Medicare  beneficiaries'  hospital  utilization.  Ms.  Lewis  produced  data 
from  Medicare  RSC-404  reports  submitted  by  Massachusetts  hospitals  to  the  Massachusetts 
Rate  Setting  Commission.  According  to  Ms.  Lewis,  these  data  showed  Massachusetts  Medicare 
discharges  increasing  at  rates  of  2.8  percent  for  the  year  ending  September  30, 1989;  5.0  percent 
for  the  year  ending  September  30,  1990;  and  5.6  percent  for  the  year  ending  September  30, 
1991 .    She  stated  that  these  data  provide  a  close  proxy  to  the  experience  of  Massachusetts 
Medex  subscribers,  who  are  a  subgroup  of  those  Medicare  beneficiaries. 

The  AG  argues  that  the  Medicare  data  do  not  support  BCBS'  projection  because  BCBS 
failed  to  conduct  any  study  or  analysis  to  determine  whether  Medicare  and  Medex  trends  for  the 
inpatient  deductible  were  comparable  in  the  past  and  whether  Medicare  trends  could  be  a  valid 
indicator  of  Medex  trends.    Although  Mr.  DeWeese  noted  that  the  Medicare  data  reflects  the 
experience  of  a  different  population  than  the  Medex  population,  BCBS  argues  that  Mr. 
DeWeese  was  primarily  concerned  that  the  Medicare  data  be  from  Massachusetts  rather  than 
countrywide  because  utilization  patterns  might  be  different  in  different  areas.     Ms.  Lewis  stated 
that  she  saw  no  reason  why  any  differences  between  the  Massachusetts  Medicare  population  and 
the  Medex  subscriber  population  would  affect  the  trend,  as  opposed  to  the  absolute  level,  of 
admissions. 

Based  on  the  record  before  me,  I  agree  with  BCBS  that  the  Medicare  data  appear  to 
represent  a  reasonable  proxy  of  Medex  experience  during  the  period  covered  by  the  MCCA.  As 
BCBS  notes  in  its  brief,  since  Medex  members  obtained  coverage  for  the  deductible  regardless 
of  whether  it  was  paid  by  Medicare  under  the  MCCA  or  by  Medex  after  the  repeal  of  the 


l! 


ii 
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MCCA,  they  would  have  had  no  different  out-of-pocket  incentives  while  the  MCCA  was  in 
effect6 

Accordingly,  I  conclude  that  these  Medicare  data  support  the  reasonableness  of  BCBS' 
proposed  four  percent  trend,  even  though  that  trend  was  initially  derived  from  only  seven  data 
points.  For  the  purposes  of  this  rate  filing,  on  this  record  I  find  it  more  reasonable  to  consider 
the  Medicare  trend  data  rather  than  the  earlier  trend  data  from  five  to  eight  years  ago.  I  note 
that  the  SRB  has  frequently  maintained  that  the  historical  period  from  which  data  trends  are 
projected  should  be  two  and  one-half  times  the  projection  period.  Here,  however,  the  break  in 
the  historical  period  prevents  the  use  of  an  uninterrupted  period  of  that  length.  I  find  that  it  was 
reasonable  for  BCBS  to  rely  on  the  more  recent  data  together  with  the  supporting  Medicare 
trend  data  showing  an  earlier  consistent  trend,  rather  than  reaching  back  to  an  earlier  period  with 
a  different  trend,  although  this  question  may  be  revisited  in  a  future  year  on  the  presentation  of 
evidence  supporting  a  different  conclusion. 

B.     Expanded  Part  B  Services 

In  accordance  with  the  Omnibus  Budget  Reconciliation  Act  of  1990  (OBRA  90),  Medex 
Part  B  benefits  were  expanded  effective  July  30, 1992.  The  expanded  Part  B  benefits  include 
coverage  of  the  Part  B  coinsurance  for  hospital  outpatient  department  (OPD)  and  physicians' 
office  visits.  During  last  year's  hearing,  BCBS  sought  to  include  in  the  rates  a  19.5  percent 
factor  based  on  the  anticipated  increase  in  claims  for  previously  noncovered  services.7  Neither 


6  One  difference  that  would  affect  the  absolute  level  of  admissions  might  occur  if  Medicare  members 
receive  multiple  admissions  within  a  benefit  period  (each  of  which  would  count  as  one  discharge  on  a 
Form  404  report),  although  only  the  first  admission  in  a  benefit  period  would  have  been  subject  to  the 
Medex  inpatient  deductible.  Whether  this  is  true,  or  whether  there  would  be  any  impact  on  the  trend,  is 
not  in  the  record. 

7  BCBS  introduced  an  amendment  to  the  filing  incorporating  this  anticipated  cost  during  the  course  of 
the  hearing,  after  learning  of  a  ruling  by  the  Health  Care  Finance  Administration  (HCFA)  that  required 
all  Medigap  plans  to  cover  every  Part  A  and  Part  B  service  covered  by  Medicare,  even  in  states,  such  as 

(footnote  continued  on  following  page) 
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the  SRB  nor  the  AG  challenged  the  methodology  for  calculating  that  factor  last  year  and  it  was 
accepted.  Decision  on  1992  Medex  Rates  at  91.  This  year,  BCBS  states  that  it  has  had  the  time 
to  undertake  a  more  comprehensive  analysis  of  this  issue  than  it  did  last  year.  As  a  result,  it 
asserts  that  it  has  refined  with  better  data  the  estimate  of  Part  B  services  not  paid  in  the  past, 
which  it  termed  the  "noncovered  services  factor."  Additionally,  it  contends  that  it  has  derived  an 
estimate  of  additional  services  Medex  subscribers  would  use  because  their  coverage  has 
increased.  BCBS  termed  this  estimate  the  "induced  demand  factor"  or  induced  utilization. 

1.      Noncovered  Services  Factor 

BCBS  states  that  to  estimate  the  Part  B  services  which  are  now  but  were  not  previously 
covered  by  Medex,  it  examined  its  own  rejected  claims  reports  which  list  the  claims  for  Part  B 
services  that  were  paid  by  Medicare  but  rejected  by  Medex  prior  to  OBRA  90. 

a)      Outpatient  Department  Coinsurance 

For  OPD  coinsurance  services,  BCBS  relied  upon  the  estimate  of  noncovered  services 
derived  from  a  review  of  BCBS'  rejected  claims  reports  as  an  accurate  estimate  of  the  extent  of 
noncovered  outpatient  coinsurance  services.   BCBS  stated  that,  based  on  discussions  with 
representatives  from  its  claims  area,  it  concluded  that  hospitals  generally  record  Medex 
certificate  numbers  on  all  claims,  whether  or  not  the  claim  is  for  a  Medex  covered  service.  It 
decided  therefore  that  all  Medicare  OPD  claims  for  Medex  subscribers  were  automatically 
transferred  to  Medex  prior  to  the  implementation  of  OBRA  90.    Its  estimate  of  total  Part  B 
claims,  aside  from  the  induced  utilization  factor,  results  from  the  addition  of  these  rejected,  or 


Massachusetts,  which  have  obtained  a  waiver  from  the  OBRA  90  requirements  mandating  identical 
benefit  structures  nationwide.  Decision  on  1992  Medex  Rates  at  89. 
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so-called  hypothetical,  claims  to  BCBS'  actual  claims.  Neither  Intervenor  challenged  this 
estimate  of  OPD  claims  incidence. 

b)     Physicians  Coinsurance 

With  respect  to  physicians  coinsurance,  BCBS  also  performed  an  examination  of  rejected 
claims  for  professional  services  that  were  submitted  to  Medicare  and  to  Medex.  Based  on  the 
rejected  claims  review,  BCBS  states  that  30.4  percent  of  physicians  coinsurance  claims  that 
were  not  covered  before  OBRA  90  went  into  effect  would  now  be  covered.  It  translated  that 
figure  into  an  increase  factor  of  43.6  percent.   BCBS  rejected  the  accuracy  of  this  estimate, 
however,  based  on  anecdotal  information  from  the  Medex  claims  area.  According  to  BCBS, 
three  persons  responsible  for  processing  Medex  and  Medicare  claims  reported  that,  based  on 
their  experience  with  Medex  and  Medicare  claims,  professional  providers  were  not  consistently 
recording  Medex  certificate  numbers  on  Medicare  claims  for  services  that  were  not  covered  by 
Medex.8   Therefore,  BCBS  argues,  all  of  the  potential  claims  were  not  submitted  to  Medex  and 
are  not  included  in  the  rejected  claims  data.  Therefore,  it  contends  that  for  physicians 
coinsurance  the  rejected  claims  data  understate  the  potential  Medex  liability. 

(1)    BCBS'  alternate  calculation  based  on  Medicare 
data 

BCBS  stated  it  made  an  alternate  calculation  to  estimate  Medex  liability  for  these  services 
by  obtaining  total  actual  allowed  Medicare  charges  and  total  payments  made  by  Medicare  in 
Massachusetts  for  the  same  retrospective  period.  It  states  that  it  reduced  the  Medicare 
beneficiary  liability  to  the  Medex  population  based  on  market  share  and  what  it  asserts  is  the 
greater  morbidity  of  the  Medex  population  over  the  Massachusetts  Medicare  population 


8    BCBS  also  argues  that  the  omission  of  Medex  policy  numbers  is  especially  likely  for  claims  such  as 
durable  medical  equipment,  which  previously  was  not  covered  by  Medex  at  all. 
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resulting  from  the  higher  average  age  of  Medex  members.    BCBS  argues  that  the  increase 
factor  produced  by  this  calculation  and  the  addition  of  the  actual  Medex  payout  for  the  same 
time  period,  excluding  its  proposed  induced  utilization  factor,  is  45.9  percent.    BCBS  requests 
approval  of  this  increase  factor,  rather  than  the  rejected  claims  increase  factor,  as  the  more 
reliable  estimate  of  expected  claims  incidence  for  the  rate  year. 

(2)    The  AG's  alternate  recommendation 

The  AG  disagrees  with  BCBS'  estimate  of  claims  incidence  for  physicians  coinsurance. 
He  argues  that  BCBS  is  wrong  to  dismiss  the  rejected  claims  increase  factor,  pointing  out  that 
BCBS  has  selected  the  methodology  which  produces  the  higher  of  the  two  estimates  of  potential 
liability  that  were  included  in  the  filing. 

In  particular,  the  AG  argues  that  there  is  no  reliable  evidence  to  support  Ms.  Lewis' 
contention  that  all  claims  for  services  by  professional  providers  will  be  submitted  to  Medex  now 
that  it  covers  the  coinsurance  for  these  claims.    Mr.  DeWeese  took  the  position  that  some 
professional  providers  would  not  submit  charges  to  Medex  for  these  newly  covered  services 
either  because  of  being  unaware  that  their  patients  have  Medex  coverage  or  being  unaware  that 
Medex  will  now  cover  these  services.  He  also  stated  his  opinion  that  some  of  the  current 
coinsurance  liabilities  are  forgiven  by  providers  as  a  matter  of  practice  or  through  negotiation. 

BCBS  contends  that  Mr.  DeWeese's  opinion  is  unsupported  and  speculative.   While  I 
agree  with  BCBS  that  Mr.  DeWeese  has  not  supported  his  opinion  in  this  regard,  I  am  not 
completely  persuaded  by  BCBS'  general  hearsay  testimony  concerning  anecdotal  reports  of  the 
practices  of  professional  providers  in  submitting  claims  with  Medex  certificate  numbers. 
Therefore,  on  this  record,  although  I  agree  that  BCBS  has  offered  a  reasonable  hypothesis,  I  am 
unconvinced  that  BCBS  has  identified  all  of  the  reasons  or  provided  a  fully  supported 
explanation  for  the  discrepancy  between  the  rejected  claims  sample's  estimate  of  claims  and  that 
obtained  through  BCBS'  alternate  calculation. 
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Assuming,  however,  that  professional  providers  in  the  past  have  not  put  Medex  certificate 
numbers  on  all  Medicare  claims,  I  agree  with  BCBS  that  the  knowledge  that  Medex  will  fully 
cover  services  would  provide  an  incentive  for  them  to  obtain  this  information  in  order  to  submit 
their  claims.  BCBS  notes  that  Mr.  DeWeese  was  inclined  to  suspect  that  physicians  are  fairly 
diligent  about  pursuing  third  party  payments  when  they  are  available.9   I  also  agree  with  BCBS 
that  subscribers,  knowing  about  the  expanded  benefits,  will  be  financially  motivated  to  make 
sure  BCBS  pays  the  claims. 

During  the  hearing,  Mr.  DeWeese  criticized  BCBS'  alternate  calculation  based  on 
Massachusetts  Medicare  data  as  overly  circuitous  and  prone  to  errors  of  estimation  because  it 
was  based  on  many  assumptions.    However,  he  agreed  with  BCBS  that  there  is  reason  to 
believe  that  the  rejected  claims  factor  is  likely  to  be  biased  toward  the  low  side.  He  also  agreed 
that  there  was  no  reason  why  the  factor  based  on  the  Medicare  data  would  be  biased  in  either 
direction.  He  noted,  however,  that  the  fact  that  something  is  not  biased  does  not  mean  that  it  is 
accurate. 

Although  Mr.  DeWeese  acknowledged  that  the  difference  between  the  43.6  percent  and 
the  45.9  percent  is  small,  and  he  agreed  that  "it's  not  a  big  issue"  if  BCBS  were  to  use  the  higher 
figure,  he  preferred  the  use  of  the  lower  figure  because  it  was  consistent  with  the  methodology 
BCBS  employed  in  arriving  at  the  OPD  coinsurance  noncovered  services  factor.   Mr.  DeWeese 
also  presented  an  alternative  calculation  applying  a  value  for  noncovered  services  of  44.7 
percent,  representing  an  intermediate  between  the  two  values  obtained  by  BCBS  using  the  two 
methods  illustrated  in  its  filing. 


9    BCBS  has  stated  that  it  has  notified  participating  durable  medical  equipment  and  ambulance  providers 
of  the  expansion  of  Part  B  services,  and  intends  to  notify  other  providers  after  the  Division  has  issued  a 
final  determination  concerning  the  administration  of  the  $500  mandated  psychiatric  benefit  in  conjunction 
with  the  Medicare  benefit 
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On  this  record,  I  do  not  consider  it  unreasonable  of  BCBS  to  use  the  45.9  percent  factor. 
While  I  share  the  AG's  concern  that  the  factor  based  on  Medicare  data  and  the  application  of 
BCBS  market  share  and  morbidity  factors  raises  questions  of  accuracy,  the  AG  did  not  raise  any 
specific  challenges  to  the  methodology  employed  by  BCBS  in  its  calculation.  He  also 
acknowledged  that  the  two  alternative  calculations  presented  factors  that  were  quite  close.  Both 
parties  agree  that  the  rejected  claims  factor  is  biased  toward  understatement.  Assuming,  as  the 
AG  and  BCBS  both  have  done,  that  the  understatement  is  based  on  the  failure  of  professional 
providers  to  submit  claims  with  Medex  certificate  numbers,  I  agree  with  BCBS  that  the 
expansion  of  Part  B  services  provides  an  incentive  to  providers  and  subscribers  to  ensure  that 
claims  that  are  covered  are  submitted  to  BCBS.  Therefore,  on  this  record,  I  fmd  that  BCBS' 
proposed  methodology  for  calculating  its  noncovered  services  factor,  and  the  resulting  45.9 
percent  factor,  are  not  unreasonable  for  this  rate  year. 

2.      Induced  Utilization  Factor  —  Physicians  Coinsurance, 

Outpatient  Department  Coinsurance  and  Outpatient  Mental 
Health  Coinsurance 

This  year  BCBS  proposes  to  include  an  incidence  factor  for  the  physician,  outpatient 
department  and  outpatient  mental  health  coinsurance  benefits  to  account  for  anticipated 
increased  utilization  of  these  services  resulting  from  the  elimination  of  the  subscriber 
coinsurance  obligation  for  these  benefits  mandated  by  OBRA  90.    BCBS  has  proposed  an 
induced  utilization  factor  of  27  percent  for  physicians  coinsurance  and  OPD  coinsurance,  and 
67.5  for  outpatient  mental  health  coinsurance.  Mr.  DeWeese  described  the  concept  of  induced 
utilization,  or  induced  demand,  as  the  propensity  for  people  to  use  more  services  when  their  out- 
of-pocket  costs  are  decreased. 

Although  neither  Intervenor  disagrees  with  this  principle,  they  both  oppose  the  adoption 
of  the  factors  proposed  by  BCBS,  contending  that  BCBS'  estimates  are  excessive  and 
unsupported.    The  AG  recommends  an  alternate  factor  of  no  more  than  5  percent  for  the 
physicians  coinsurance  and  the  OPD  coinsurance  benefits,  and  no  more  than  10  percent  for  the 


|M     ' 
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outpatient  mental  health  coinsurance  benefit.   Although  in  its  filing  the  SRB  recommended  that 
the  27  percent  induced  utilization  factor  be  eliminated,  in  its  brief  it  supports  the  AG's 
recommendation  that  the  factor  be  no  more  than  5  percent.    For  the  reasons  set  forth  below,  I 
find  that  on  this  record,  BCBS  has  not  demonstrated  the  reasonableness  of  its  proposed  factors. 
I  would,  however,  accept  as  reasonable  for  the  rate  year  a  one-time  adjustment  factor  in  the 
amount  recommended  by  the  AG's  witness. 

a)     Physicians  and  Outpatient  Department  Coinsurance 

(1)    BCBS' Evidence 

In  support  of  its  proposed  27  percent  factor,  BCBS  argues  that  the  newly  covered  services 
are  heavily  weighted  toward  discretionary  purchases  by  Medex  beneficiaries,  and  are  the  kind  of 
services  most  likely  to  be  affected  by  the  existence  of  an  out-of-pocket  liability.  BCBS  believes 
that  three  types  of  services  in  particular  are  discretionary:  office  visits  for  routine  medical 
problems,  the  purchase  or  replacement  of  durable  medical  equipment  and  supplies,  and  the 
initiation  or  continuation  of  physical,  occupational  and  speech  therapy. 

As  evidence  for  its  proposed  factor,  BCBS  relies  upon  a  study  published  in  the  Fall  1991 
issue  of  Inquiry  by  the  Blue  Cross  and  Blue  Shield  Association,  entitled  "Private  Health 
Insurance  and  Medical  Care  Utilization:  Evidence  from  the  Medicare  Population." 10   BCBS 
contends  that  the  Inquiry  study  is  relevant  because  it  related  to  Medicare  beneficiaries  holding 
both  Part  A  and  Part  B  benefits,  excluding  persons  eligible  for  Medicaid.  It  claims  that  the  study 
tested  the  changes  in  utilization  seen  when  coinsurance  dropped  from  20  percent  to  zero,  as 


10  In  its  filing  BCBS  also  cited  two  other  articles.  However,  Ms.  Lewis  testified  that  "[t]he  only  study 
we  used  in  determining  any  of  the  induced  demand  factors  that  we  developed  was  based  on  the  Inquiry 
study."  Tr.  7:32-33  (Lewis).  She  testified  further  that  BCBS  did  not  rely  on  the  other  two  studies  cited 
for  any  calculations  in  the  filing. 
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occurred  with  the  Medex  benefits  as  a  result  of  OBRA  90.  Therefore,  it  claims  the  study 
provides  the  basis  for  the  estimated  27  percent  increase  in  the  utilization  of  services  by  Medex 
members. 

While  neither  Intervenor  disagreed  that  the  Inquiry  study  observed  a  27  percent  increase 
in  utilization  in  the  population  studied,  they  both  disagree  that  the  study  is  probative  of  the 
experience  in  the  Medex  population.   The  AG  notes  Ms.  Lewis'  agreement  that  the  study 
constituted  a  comparison  of  utilization  patterns  between  Medicare  beneficiaries  who  have 
Medigap  insurance  and  those  who  have  no  supplemental  insurance  coverage  for  any  services  at 
all.   By  contrast,  the  proposed  factor  for  the  Medex  plan  is  intended  to  correspond  to  an 
increase  in  benefits  under  a  supplemental  plan  with  a  20  percent  subscriber  coinsurance 
obligation  to  a  plan  with  no  coinsurance  obligation.  Additionally,  the  benefit  increase  applies 
only  to  a  few  of  the  services  covered  under  Medex  policies. 

Both  Interveners  also  emphasize  that  the  Inquiry  study  measured  the  different  utilization 
patterns  of  persons  who  chose  to  obtain  supplemental  coverage  or  chose  not  to  purchase  any 
coverage  at  all.  They  point  out  that  the  Medex  increase  in  coinsurance  benefits  results  solely 
from  the  implementation  of  OBRA  90  requirements  and  is  involuntary  on  the  part  of  the 
subscribers.  Ms.  Lewis  agreed  that  the  Inquiry  study  did  not  model  or  observe  an  involuntary 
benefit  change. 

Noting  that  the  Inquiry  study  examined  data  from  six  other  states  which  have  on  average 
less  expensive  Medigap  insurance  and  less  comprehensive  policy  coverage  than  Massachusetts, 
the  AG  argues  that  the  Inquiry  study  does  not  concern  the  Massachusetts  Medigap  market,  and 
should  not  be  relied  upon  to  establish  an  induced  utilization  factor.   The  SRB  also  disputes  the 
reliability  of  the  study  because  BCBS  failed  to  show  that  the  balance  between  healthy  and  sick 
people  in  the  Inquiry  study  is  representative  of  the  balance  between  those  Medex  subscribers 
who  are  healthy  and  those  who  are  sick. 
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BCBS  responds  that  Mr.  DeWeese  had  no  reason  to  believe  that  the  characteristics  of  the 
Medicare  population  of  those  six  states  reviewed  in  the  Inquiry  study  were  different  than  those 
of  average  Medex  subscribers.    It  also  took  the  position  that  to  the  extent  the  Medex  population 
is  different,  it  is  more  heavily  weighted  toward  sicker  people,  who  have  greater  induced 
utilization.  Therefore,  BCBS  contends,  any  difference  would  add  to  the  size  of  the  induced 
demand  factor. 

I  cannot  agree  with  BCBS  on  this  point.  There  is  no  evidence  in  the  record  to 
demonstrate  that  the  Massachusetts  Medex  population  is  sicker  than  the  Medicare  populations  in 
the  six  states  studied.  BCBS  has  the  affirmative  burden  of  showing  that  the  population  studied 
is  comparable  to  the  Medex  population.  There  is  nothing  in  the  record  to  compare  the 
population  studied  in  the  Inquiry  study  with  the  Medicare  population  in  Massachusetts.  I  note 
that  Mr.  DeWeese  would  not  agree  with  BCBS  that  Medex  subscribers  would  probably  on 
average  be  sicker  than  the  average  of  people  without  any  coverage  in  the  study,  but  rather  stated 
that  he  did  not  know. 

Both  Intervenors  also  argue  that  the  results  of  the  Inquiry  study  reflect  a  combination  of 
adverse  selection  and  induced  utilization.   They  both  note  that  BCBS  has  already  adjusted  for 
expected  adverse  selection  elsewhere  in  its  filing.   Additionally  the  AG  argues  that  the  Inquiry 
study  has  as  a  basic  premise  that  sicker  Medicare  beneficiaries  are  not  more  likely  to  purchase 
supplemental  insurance  than  healthier  persons.  He  points  out  that  this  assumption  contradicts 
BCBS'  theory  of  adverse  selection  that  sicker  people  are  likely  to  buy  more  comprehensive 
coverage  than  healthier  individuals  and  that  sicker  people  are  less  likely  to  drop  comprehensive 
coverage  because  of  the  expense  of  coverage. 

BCBS  contends,  however,  that  the  Intervenors  misunderstand  the  study.  It  points  out  that 
the  article  stated: 

Thus,  if  we  find  that  ownership  of  supplemental  insurance  results 
in  increased  use  of  services  among  the  elderly,  it  is  very  unlikely 


81 
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that  this  result  could  be  caused  by  sicker  individuals  being  more 
likely  to  have  purchased  insurance. 

Exhibit  9,  p.  278. n    Ms.  Lewis  also  testified  that  her  opinion  is  that  persons  with  more  health 
needs,  or  needs  to  use  the  services  covered  under  a  Medigap  policy  might  have  a  tendency  to 
purchase  them  more.  With  respect  to  the  study,  she  stated  her  belief  that: 

...  what  the  authors  of  the  study  did  was  to  examine  that  exact 
factor,  whether  health  status  was  a  predictor  of  policy  ownership, 
and  determined  that  it  was  not  the  relevant  or  the  significant 
factor  in  determining  policy  ownership  for  the  population  that 
they  were  studying. 

Tr.  1 1:34  (Lewis).12  BCBS  contends,  therefore,  that  the  article  made  the  issue  of  health  status 
irrelevant  to  its  findings. 

BCBS  argues  that  the  Inquiry  article  does  not  stand  for  the  proposition  that  adverse 
selection  is  nonexistent;  rather  it  contends  that  the  article's  results  are  not  distorted  by  the  effects 
of  adverse  selection.  It  contends  that  Mr.  DeWeese  misunderstood  how  the  Inquiry  article 
controlled  for  these  effects.    BCBS  argues  that  because  the  study  compared  the  utilization  of 


11  As  the  Intervenors  point  out,  Ms.  Lewis  acknowledged  during  her  original  cross-examination 
concerning  the  induced  demand  factor,  that  she  had  not  even  read  the  Inquiry  article  or  the  other  two 
studies  cited  in  BCBS'  filing.  Yet,  she  and  BCBS  asserted  that  this  study  formed  the  basis  for  the 
induced  demand  factor  it  had  proposed  in  its  filing.  Although  Ms.  Lewis  stated  later  that  she  had  read  the 
article  by  the  time  she  was  cross-examined  on  her  rebuttal  filing,  her  lack  of  knowledge  concerning  the 
evidentiary  basis  for  the  proposed  factor  was  disturbing.   Ms.  Lewis  also  stated  during  cross- 
examination  of  her  rebuttal  testimony,  that  after  scanning  the  other  two  articles,  she  believed  they  were: 

...  supportive  of  the  concept  that  increased  cost  sharing  reduces  utilization,  and 
vice  versa,  and  to  varying  degrees  we  could  rely  on  those;  but  because  they're 
not  the  same  population,  I  think  that  they  don't  —  they're  not  as  directly 
applicable.  But  certainly,  if  we  didn't  have  the  Inquiry  study,  we  would  have 
had  to  extrapolate  from  those  in  some  way. 

Tr.  11:36-37  (Lewis). 

12  Ms.  Lewis  based  this  opinion  on  her  reading  of  the  Inquiry  article  and  on  a  conversation  with  one  of 
the  authors  of  the  article  during  the  course  of  these  proceedings.  On  this  record,  I  do  not  credit  Ms. 
Lewis'  reliance  on  vague  hearsay  to  support  a  characterization  of  the  study. 
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services  by  those  categorized  as  sick,  with  no  Medigap  coverage  and  those  with  first  dollar 
supplemental  coverage,  and  performed  the  same  comparison  for  those  persons  categorized  as 
healthy,  the  study's  findings  are  directly  applicable  to  the  measurement  of  induced  demand  with 
the  expansion  of  Part  B  benefits  after  OBRA  '90. 

I  am  not  persuaded  that  the  Inquiry  study  has  made  clear  that  it  controls  adequately  for 
the  type  of  adverse  selection  expected  to  occur  in  the  Medex  context.  BCBS'  argument  ignores 
a  difference  between  the  study  and  the  circumstances  affecting  Medex  beneficiaries.  The 
Inquiry  article  reports  on  the  differences  in  utilization  between  people  choosing  to  purchase 
Medigap  policies  and  those  who  chose  not  to  purchase  any  policy.  Ms.  Lewis  reports  that  the 
article  considered  there  to  be  no  relationship  between  health  status  and  policy  ownership.  Even 
assuming  that  to  be  true,  the  Medex  subscribers  are  not  making  a  choice  about  policy 
ownership,  or  even  whether  to  purchase  the  additional  benefits.  Medex  beneficiaries  are 
experiencing  an  involuntary  increase  in  benefits  under  already  existing  policies.  What  should 
have  been  measured  in  this  proceeding  is  the  propensity  to  incur  additional  claims  as  a  result  of 
obtaining  such  involuntary  insurance  coverage.  Additionally,  while  the  study  reports  that  it 
evaluated  utilization  patterns  for  hospital  days  and  Part  B  services,  it  did  not  report  utilization 
pattern  changes  with  regard  to  specific  kinds  of  outpatient  services. 

The  SRB's  actuarial  witness,  Mr.  Frederick  Lonsdale,  gave  his  opinion  that  a  majority  of 
Medex  subscribers  already  utilize  prescription  drugs  and  other  benefits  to  a  great  extent.  He 
therefore  asserted  that  these  subscribers  are  presumably  already  seeing  their  doctors  on  a  regular 
basis.  He  believed  that  they  would  be  unlikely  to  increase  significantly  their  office  visits  or  other 
OPD  services  as  a  result  of  the  increase  in  coverage  of  the  20  percent  coinsurance.    He  also 
suggested  that  utilization  review  of  outpatient  services,  if  operating  properly,  should  be  able  to 
identify  and  avoid  reimbursement  for  medically  unnecessary  services. 

BCBS  responded  that  Mr.  Lonsdale  had  no  statistical  or  other  evidence  to  support  his 
personal  judgment  on  this  issue.  It  notes  Mr.  Lonsdale's  agreement  that  the  Inquiry  article 
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suggests  that  those  who  are  in  fair  or  poor  health  are  more  likely  to  use  services  when  insurance 
is  available  than  those  who  are  healthy.   BCBS  argues  that  the  issue  is  not  reimbursement  of 
unnecessary  services,  but  rather  the  coverage  of  additional  services.   BCBS'  argument, 
however,  does  not  specifically  address  Mr.  Lonsdale's  concern,  that  subscribers  who  already 
have  policies  and  already  are  utilizing  services  at  a  high  level  are  less  likely  to  increase  their 
utilization  as  a  result  of  lower  out  of  pocket  costs.  If  the  services  are  indeed  necessary,  the 
SRB's  point  that  subscribers  with  the  previous  Medex  coverage  are  already  utilizing  services  has 
weight13 

I  agree  with  the  Intervenors  that  the  Inquiry  article  does  not  support  BCBS'  estimate.  I 
am  not  persuaded  that  the  circumstances  studied  in  the  article  are  comparable  to  the  situation 
involved  in  BCBS'  assumption  of  the  coinsurance  obligation.  As  noted  earlier,  the  Inquiry  study 
examined  utilization  patterns  in  six  other  states  which  were  dependent  upon  voluntary  decisions 
to  purchase  the  insurance  levels  involved.  BCBS  is  trying  to  extrapolate  from  that  situation  to  a 
circumstance  involving  an  involuntary  increase  in  benefits  in  an  elderly  population  that  already 
has  some  coverage  for  these  services  and  has  high  utilization  of  these  services.  In  addition,  I  am 
disturbed  that  BCBS'  witness,  Ms.  Lewis,  was  unable  to  explain  how  the  article  supported  the 
projection  when  she  was  first  cross-examined. 

(2)    The  AG's  Recommendation 

Mr.  DeWeese  presented  an  alternate  projected  induced  utilization  factor  for  the  Part  B 
coinsurance,  including  physicians  coinsurance  and  OPD  coinsurance.  He  testified  that  he 
believed  the  factor  would  be  anywhere  in  a  range  between  zero  and  5  percent  and  recommended 


13  On  the  record  before  me,  BCBS  has  not  persuaded  me  that  the  study  adequately  controls  for  the 
effects  of  adverse  selection  in  the  data  it  examined.  The  footnote  to  the  Inquiry  study  to  which  it  cited  as 
support  is  not  persuasive. 
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that  a  factor  of  no  more  than  5  percent  be  approved.  The  SRB  supports  the  AG's 
recommendation.    BCBS  disputes  the  AG's  recommendation,  noting  that  Mr.  DeWeese  stated 
that  it  was  based  on  his  judgment.  It  contends  that  Mr.  DeWeese's  judgment  lacks  any 
foundation. 

Mr.  DeWeese  stated  he  took  into  account  the  Inquiry  study,  which  implied  a  27  percent 
adjustment  for  both  induced  utilization  and  adverse  selection,  and  he  concluded  that  since  BCBS 
already  adjusts  more  than  27  percent  for  adverse  selection,  the  effect  of  induced  utilization  must 
be  very  small.  He  stated  that  he  might  have  concluded  no  adjustment  was  justified,  except  that 
he  believes  some  level  of  induced  utilization  is  likely  to  occur,  based  on  his  general  awareness  of 
the  experience  of  various  health  insurance  plans,  without  specific  data  on  the  level  of  induced 
utilization  experienced  by  any  particular  plan. 

On  this  record,  I  am  inclined  to  agree  that  there  is  likely  to  be  some  increased  utilization 
resulting  from  the  expansion  of  Part  B  benefits.  However,  I  do  not  consider  that  the  Inquiry 
study  or  the  record  as  a  whole  affords  a  basis  on  which  to  conclude  that  a  27  percent  induced 
utilization  factor  is  reasonable.  I  further  agree  with  the  Intervenors  that  BCBS  has  not  shown 
that  the  Inquiry  study  has  adequately  accounted  for  adverse  selection.  I  agree  with  Mr. 
DeWeese  and  Mr.  Lonsdale  that  BCBS  has  not  demonstrated  that  there  will  be  significant 
induced  utilization  above  the  adverse  selection  already  considered  and  accounted  for  in  the 
filing,  and  in  the  rates  which  I  would  consider  within  the  range  of  reasonableness.14 
Accordingly,  I  will  not  approve  as  reasonable  the  27  percent  induced  demand  factor  proposed 
by  BCBS  for  the  physicians  coinsurance  and  OPD  coinsurance  benefits.  Nevertheless,  I  would 
accept  as  reasonable  for  the  rate  year  an  induced  utilization  factor  for  these  benefits  of  no  more 
than  5  percent,  the  maximum  amount  of  induced  utilization  that  has  been  accepted  by  all  parties. 


14  Later  in  this  decision,  I  address  the  parties'  disputes  concerning  the  adverse  selection  factor. 
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b)     Outpatient  Mental  Health  Coinsurance 

BCBS  has  also  proposed  a  67.5  percent  induced  demand  factor  for  the  outpatient  mental 
health  coinsurance.    In  support,  BCBS  contends  that  the  increase  in  utilization  for  these  benefits 
is  likely  to  be  higher  than  that  for  other  outpatient  services  because  the  OBRA  90  change  in 
coinsurance  coverage  for  these  services  is  greater.  It  notes  that  the  coinsurance  for  mental 
health  benefits  is  50  percent  rather  than  the  20  percent  applicable  to  other  outpatient  benefits.  In 
addition,  it  notes  that  the  $500  annual  limit  in  coverage  for  outpatient  mental  health  benefits  has 
been  eliminated.  Therefore,  BCBS'  liability  for  the  50  percent  coinsurance  is  no  longer  limited. 

BCBS  calculated  its  67.5  percent  factor  based  on  the  27  percent  induced  demand  factor  it 
utilized  for  the  physicians  coinsurance  and  OPD  coinsurance  benefits.  It  decided  that  the  factor 
applicable  to  the  50  percent  coinsurance  benefit  should  be  2.5  times  the  factor  applicable  to  the 
20  percent  coinsurance  benefits,  producing  a  factor  2.5  time  the  27  percent,  or  67.5  percent, 
based  on  the  difference  in  the  deductible  levels. 

Mr.  DeWeese  disagreed  that  BCBS  had  demonstrated  a  strict  proportionality  between  the 
size  of  the  coinsurance  and  induced  utilization.  I  note  that  even  though  Ms.  Lewis  stated  that  at 
the  time  of  her  cross-examination  on  rebuttal,  she  had  still  only  scanned  the  two  studies  besides 
the  Inquiry  study,  she  stated  that  BCBS  also  relies  upon  these  two  studies  to  suggest  that  there 
is  a  proportional  relationship  between  the  size  of  the  coinsurance  eliminated  and  the  extent  of 
the  induced  demand.   Mr.  DeWeese  stated  that  he  based  his  recommended  factor  on  his 
judgment  with  regard  to  the  Inquiry  article  and  the  other  two  articles.  He  testified  further  that 
he  did  not  believe  that  BCBS  had  adequately  supported  a  linear  relationship  between  the  level  of 
coinsurance  and  the  percentage  of  induced  utilization.  Although  he  agreed  that  the  Rand  study, 
one  of  the  other  two  studies  cited  by  BCBS,  showed  a  higher  level  copayment  relating  to  a 
higher  level  of  extra  utilization,  he  noted  the  relationship  reported  was  not  on  a  linear  basis.  In 
his  written  testimony  he  stated  that  he  felt  that  some  greater  amount  of  induced  utilization  might 
be  anticipated  since  the  level  of  coverage  prior  to  OBRA  90  was  so  much  lower  for  these 
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benefits  than  for  office  visits,  but  he  believed  that  adjustments  for  selection  have  already  been 
made.  He  recommended  that  the  factor  be  no  more  than  10  percent. 

For  the  reasons  that  I  disapproved  the  27  percent  induced  demand  factor  earlier,  I 
disapprove  the  proposed  67.5  percent  factor  for  outpatient  mental  health  coinsurance.  I  also 
agree  with  Mr.  DeWeese  that  BCBS  has  not  supported  the  proportional  relationship  between 
the  size  of  the  coinsurance  and  the  amount  of  the  factor.  While  I  do  not  believe  that  for  this 
benefit  that  BCBS  has  demonstrated  the  likelihood  of  significant  induced  utilization  beyond  the 
adverse  selection  already  accounted  for  in  the  filing,  I  would  approve  as  reasonable  in  a  revised 
filing  an  induced  utilization  factor  for  this  benefit  of  not  more  than  10  percent  for  the  rate  year, 
the  maximum  amount  of  induced  utilization  that  has  been  accepted  by  both  the  AG  and  BCBS. 

3.      Part  B  Deductible 

The  AG  states  that  BCBS'  projection  of  the  Part  B  deductible  includes  an  adjustment  for 
the  induced  utilization  factor  proposed  by  BCBS  for  newly-covered  services  and  is  therefore 
excessive.  He  requests  that  if  BCBS1  proposed  factor  is  disapproved,  and  the  AG's  proposed 
factors  are  approved,  that  the  Part  B  deductible  be  adjusted  in  accordance  with  Mr.  DeWeese's 
recommendation. 

BCBS  has  not  disagreed  with  the  AG  that  a  change  in  the  induced  utilization  factor  would 
require  a  concomitant  change  in  the  projection  of  this  benefit.  Accordingly,  any  revised  filing 
shall  include  a  recalculation  of  this  benefit  in  accordance  with  the  AG's  recommendation  which  I 
have  found  reasonable. 

C.     Outpatient  Department  Coinsurance 

This  year  BCBS  projected  the  OPD  coinsurance  with  separate  incidence  and  cost  trends 
by  fitting  regression  models  to  each  of  the  historical  data  series  to  projected  expected  values  for 
the  rating  period.  It  states  that  it  chose  this  method  in  response  to  my  directive  in  last  year's 
decision  that  BCBS  include  separate  incidence  and  severity  trends  in  its  filing  this  year.  See 
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Decision  on  1992  Medex  Rates  at  50.    Neither  Intervenor  has  maintained  an  objection  to  BCBS' 
projected  underlying  incidence  trend.15  As  BCBS  notes,  although  Mr.  DeWeese  originally 
stated  that  he  was  concerned  about  BCBS'  incidence  trend,  on  cross  examination,  he  stated  that 
he  had  accepted  the  BCBS  projection.  The  AG  challenges  BCBS'  use  of  only  historical  data  to 
project  the  cost  trend  for  this  benefit.    In  addition,  both  he  and  the  SRB  contend  that  BCBS' 
failure  to  achieve  greater  savings  through  its  ability  to  contract  selectively  with  hospitals  as  a 
result  of  Chapter  495  of  the  Acts  of  199 116  renders  the  projected  cost  trend  unreasonable.17 

1.      BCBS'  Projected  Cost  Trend 

As  it  did  last  year,  this  year,  BCBS  rejects  its  former  practice  of  using  HCFA  data  trends, 
which  measure  the  trends  in  amounts  allowed  for  payments  by  Medicare,  to  project  this  benefit, 
asserting  that  HCFA  trends  are  not  indicative  of  Medex  hospital  charge  trends.  See  generally 
Decision  on  1992  Medex  Rates  at  20-24, 41-50.    As  it  did  last  year,  BCBS  states  again  this 
year  that  HCFA  trends  should  not  be  applied  to  project  this  benefit  because  Medicare's  basis  of 
payment  is  different  than  that  of  Medex.  It  asserts  that  Medicare  OPD  payments  are  based  on 
allowed  charges  set  by  Medicare,  whereas  Medex  pays  on  the  basis  of  hospital  charges.  See 
Decision  on  1992  Medex  Rates  at  41-50.   In  his  brief,  the  AG  acknowledges  that  although  at 
various  times  in  the  past  five  years  HCFA  trends  have  been  similar  to  Medex  data  trends, 
between  1989  and  1991,  HCFA  trends  were  different  from  Medex  OPD  coinsurance  trends. 
Although  it  is  unclear  whether  the  AG  is  challenging  BCBS'  failure  to  use  HCFA  trends  this 


15  As  described  earlier,  however,  both  the  AG  and  the  SRB  dispute  the  application  of  BCBS'  induced 
utilization  factor  to  this  benefit 

16  St.  1991,  c.  495  was  codified  at  G.L.  c.  6B,  §  7. 

17  The  Intervenors  also  contend  that  the  failure  to  achieve  greater  savings  for  the  OPD  coinsurance 
benefit,  as  well  as  pure  Medex  days,  violates  BCBS'  cost  containment  obligations  under  Chapter  199. 
These  arguments  are  addressed  in  the  cost  containment  section  of  this  decision. 
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year,  I  agree  with  BCBS  that  HCFA  trends  have  not  been  comparable  to  the  recent  historical 
Medex  OPD  trends. 

BCBS  projected  its  expected  increase  in  hospital  OPD  costs  based  on  historical  data  from 
the  first  quarter  of  1985  to  the  fourth  quarter  of  1991.   It  states  that  it  reduced  these  expected 
costs  by  nearly  20  percent  to  reflect  the  anticipated  effect  of  the  new  contracts  it  has  been 
negotiating  with  acute  care  hospitals.  It  states  that  under  those  contracts,  it  no  longer  pays 
hospitals  for  Medex  OPD  claims  on  the  basis  of  hospital  charges,  as  it  has  in  the  past,  but  on  the 
discounted  BCBS  basis  of  payment.   BCBS  contends  that  the  new  contracts  also  should  guard 
against  hospitals  raising  their  charges  in  order  to  raise  the  discounted  basis  of  payment  for 
outpatient  services,  by  controlling  the  rate  of  increase  in  charges.    BCBS  has  stated  that  it 
projects  annual  savings  of  $1 1,350,000  based  on  the  discounted  basis  of  payment  for  OPD 
coinsurance  charges.   It  also  contends  that  the  limits  on  allowable  OPD  charge  increases  it  is 
negotiating  will  result  in  additional  savings  from  the  avoidance  of  higher  charge  trends  which 
could  have  occurred  otherwise.  BCBS  claims  that  it  is  unable  to  quantify  that  amount  because 
Chapter  23  (which  formerly  governed  BCBS'  hospital  contracting)  included  a  sunset  provision 
and  that  it  does  not  know  what  the  trends  would  have  been  in  the  absence  of  either  the  hospital 
rate  setting  mechanism  established  pursuant  to  Chapter  23  or  its  ability  to  contract  with 
hospitals.    The  resulting  OPD  cost  trend  factor  proposed  by  BCBS  is  10.7  percent,  based  on  a 
regression  analysis  of  the  historical  data  from  1985  through  1991. 

2.      The  AG's  Objections 

The  AG  raises  two  specific  objections  to  BCBS'  use  of  historical  data  to  project  the  OPD 
cost  trend.  First,  he  notes  that  because  of  numerous  benefit  and  reimbursement  changes 
affecting  the  data,  the  historical  data  for  this  benefit  has  been  viewed  in  the  past  as  unreliable  to 
predict  future  trends.    Second,  he  notes  Mr.  DeWeese's  testimony  that  the  historical  data  are 
affected  by  adverse  selection  following  the  1990  rate  increase.    Mr.  DeWeese  stated  that 
although  it  is  uncertain  what  will  be  the  effect  of  controls  from  BCBS'  new  hospital  contracts  on 


Decision  on  1 993  Medex  Rates  Page  27 

DOI  Docket  No.  G92-28 

hospital  costs  under  Chapter  495,  he  believed  that  these  controls  may  cause  cost  trends  to 
moderate  further. 

The  AG  also  argues  that  Mr.  DeWeese  was  concerned  that  the  use  of  historical  data  with 
an  adjustment  to  the  cost  trend  for  Chapter  495  would  result  in  an  excessive  projection.  Noting 
that  last  year,  BCBS  projected  a  1993  pure  premium  increase  trend  of  19.6  percent,  he  points 
out  that,  despite  a  decreasing  pattern  for  both  cost  and  incidence  since  the  second  quarter  of 
1991,  BCBS  is  now  projecting  a  combined  cost  and  incidence  trend  of  25  percent.18    He  refers 
to  Mr.  DeWeese's  testimony  that  the  cost  per  claim  trend  has  in  the  long  term  been  relatively 
modest,  and  on  a  quarterly  basis  has  only  equaled  or  exceeded  BCBS'  projected  cost  trend  for 
the  rate  year  in  three  out  of  the  last  twenty-one  quarters. 

The  AG  also  argues  that  Mr.  DeWeese  considered  BCBS'  regression  analysis  to  be  heavily 
weighted  by  the  high  levels  of  increase  in  cost  and  incidence  experienced  in  the  fourth  quarter  of 
1990  through  the  second  quarter  of  199 1.19  He  also  stated  that  be  believed  that  the  effects  of 
controls  on  hospital  costs  are  likely  to  prevent  a  recurrence  of  these  high  levels  of  increase.   Mr. 
DeWeese  proposed  as  an  alternate  cost  trend  factor,  a  reduction  in  BCBS1 10.7  percent  trend 
factor  to  8.7  percent. 


18  Mr.  DeWeese  acknowledged  on  cross-examination  that  the  increase  in  the  Part  B  deductible  from  $75 
to  $100  beginning  with  calendar  year  1991  was  an  important  reason  for  the  decline  in  the  incidence  trend 
during  this  period,  and  in  any  event,  he  did  not  object  to  BCBS'  projected  incidence  trend. 

19  During  cross-examination,  Mr.  DeWeese  agreed  that  the  regression  equally  weighted  these  cost 
increases,  but  he  considered  the  trend  to  give  more  weight  to  these  data  than  it  should  have.   I  note  his 
agreement  that  the  regression  methodology  did  not  include  a  slope  or  intercept  change  that  isolated  the 
late  1990  and  early  1991  data.   Therefore,  Mr.  DeWeese'  contention  that  the  trend  projection  is  too  high 
does  not  appear  to  be  based  on  a  theory  that  there  are  errors  in  the  regression  model.  However,  he  also 
stated  that  the  trend  resulting  from  the  model  is  inconsistent  with  his  expectation  of  the  likely  cost  trends 
that  will  occur,  taking  into  account  changes  in  hospital  contracting  under  Chapter  495. 
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BCBS  contends  that  the  AG's  arguments  boil  down  to  two  objections,  and  that  Mr. 
DeWeese  withdrew  both  of  these  objections  during  his  cross-examination  testimony. 

a)      Changes  in  Benefits  and  Reimbursement 
Methodologies 

Last  year,  the  Intervenors  raised  numerous  disputes  with  BCBS'  use  of  historical  data  to 
project  this  benefit.20  One  issue  in  particular,  was  that  BCBS  had  previously  rejected  the  use  of 
the  historical  data  in  favor  of  HCFA  trends.  I  ruled  last  year  that  BCBS  had  not  adequately 
explained  its  decision  to  return  to  a  methodology  it  had  previously  rejected  as  inadequate. 
Decision  on  1992  Medex  Rates  at  32-33,  49.  This  year  BCBS  again  relies  on  historical  data, 
although  they  are  now  separated  by  incidence  and  cost  data.  In  his  prefiled  direct  testimony, 
Mr.  DeWeese  stated  that  one  problem  with  using  the  historical  data  was  that  there  had  been 
numerous  changes  in  benefits  and  reimbursement  methodologies.21 

BCBS  contends  that  Mr.  DeWeese  conceded  on  cross-examination  that  the  changes  in 
reimbursement  methodologies  he  had  considered  affected  only  Medicare  allowed  costs,  not  the 
charges  that  Medex  pays.    It  states  further  that  BCBS'  witness,  Mr.  Janis  Liepins,  has  explained 
why  BCBS'  previous  supposition  that  historical  data  were  unreliable  was  erroneous.    Mr. 
DeWeese  accepted  the  explanation  given  by  Mr.  Liepins  that  there  have  not  been  numerous 
changes  in  benefits  and  methodologies.    Accordingly,  on  this  record,  I  conclude  that  BCBS  has 
adequately  addressed  the  concern  originally  raised  by  Mr.  DeWeese.  I  note,  however,  that  the 


20  One  complaint  raised  by  the  SRB  last  year,  that  BCBS  failed  to  provide  separate  incidence  and 
severity  data,  has  been  resolved  in  this  year's  inclusion  of  such  data. 

21  In  last  year's  decision  I  noted  that  BCBS  had  previously  rejected  regression  modeling  of  historical  data 
for  this  benefit  because  it  could  not  account  accurately  for  changes  in  Medicare  outpatient 
reimbursement,  Medex  benefit  changes  and  observable  shifts  toward  increased  outpatient  utilization.  I 
also  noted  that  in  the  Decisions  on  1990  and  1991  Medex  Rates,  the  Commissioner  had  accepted  BCBS' 
arguments  and  adopted  this  rationale  for  using  HCFA  Medicare  trends  instead  of  regression  modeling. 
Decision  on  1992  Medex  Rates  at  22. 
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historical  data  do  not  reflect  the  current  Medex  contracting  environment.  The  trend  based  on 
these  data,  therefore,  has  much  more  limited  weight  than  it  would  if  Chapter  495  had  not  been 
enacted. 

b)     Effect  of  Adverse  Selection  on  the  Historical  Series 

The  AG  also  argues  that  Mr.  DeWeese  considered  that  BCBS'  regression  analysis  seemed 
to  be  heavily  weighted  by  the  high  levels  of  increase  in  cost  and  incidence  experienced  in  the 
fourth  quarter  of  1990  through  the  second  quarter  of  1991.  He  stated  that  the  historical  data 
were  affected  by  adverse  selection  following  the  1990  Medex  rate  increase.   I  agree  with  BCBS 
that  Mr.  DeWeese  withdrew  his  objection  that  adverse  selection  affected  the  data  following  the 
1990  rate  increase.   During  his  cross-examination,  he  agreed  that  the  adverse  selection  effect 
would  appear  in  the  incidence  trend,  and  not  the  cost  trend.  He  also  agreed  that  the  incidence 
trend  showed  an  immediate  increase  after  the  repeal  of  the  MCCA  and  the  large  resulting  rate 
increase  in  1990. 

3.      Effects  of  Chapter  495 

Chapter  495  affords  BCBS  new  freedom  to  negotiate  contracts  individually  with  all 
Massachusetts  acute  care  hospitals.  G.L.  c.  6B,  §  7.  Mr.  Lonsdale  testified  that  prior  to  the 
passage  of  Chapter  495,  BCBS  asserted  that  it  would  be  able  to  reap  benefits  by  reducing  costs 
through  its  ability  to  negotiate  individually  with  hospitals.22 

In  its  filing,  BCBS  notes  that  it  has  obtained  a  discount  of  approximately  20  percent  from 
hospital  charges  for  OPD  services,  which  it  has  applied  as  a  factor  of  .801  to  the  OPD  cost 


22  Mr.  Lonsdale  noted  that  the  BCBS  representative  made  this  statement  in  the  context  of  the  nongroup 
rates;  however  since  BCBS  contracts  for  all  of  its  indemnity  products  as  a  unit,  the  testimony  is 
applicable  to  the  Medex  context  BCBS  did  not  dispute  this  testimony.  See  also  Decision  on  1992 
Nongroup  Rates. 
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trend.    BCBS  contends  that  this  discount  has  been  arranged  for  the  first  time  for  Medex 
subscribers  and  represents  an  important  achievement  in  controlling  hospital  costs.  It  claims  that 
the  discount  will  result  in  hospitals  being  paid  less  than  their  Medicare-allowed  charges.    BCBS 
also  asserts  that  to  guard  against  hospitals  raising  their  charges  in  order  to  raise  the  discounted 
basis  of  payment,  the  new  hospital  contracts  should  also  constrain  the  increase  in  charges. 

Both  Intervenors  contend  that  the  proposed  cost  trend  demonstrates  that  BCBS  has  failed 
to  take  advantage  of  its  new  bargaining  power.  Specifically  they  argue  that  the  new  discount  on 
Medex  hospital  OPD  charges  provides  nothing  to  which  Medex  members  were  not  already 
legally  entitled  prior  to  the  enactment  of  Chapter  495.  Noting  Mr.  Liepins'  testimony  that  under 
the  new  contracts,  BCBS  would  receive  the  same  discount  that  existed  during  the  operation  of 
Chapter  23,  the  predecessor  to  Chapter  495,  they  argue  that  this  discount  was  previously 
applicable  to  Medex  OPD  charges. 

The  AG  claims  that  Mr.  Liepins'  testimony  on  this  issue  was  inconsistent  The  AG  points 
out  that  Mr.  Liepins  defended  BCBS'  failure  to  negotiate  deeper  discounts  than  historically 
allowed  under  Chapter  23,  by  suggesting  that  BCBS  would  have  greater  control  over  future 
increases  in  charges  under  the  new  contracts.   Mr.  Liepins  initially  stated  that  the  negotiated 
limits  on  allowable  OPD  charges  will  result  in  additional  savings  from  the  avoidance  of  higher 
charge  trends  than  would  otherwise  have  occurred.  He  later  testified  that  the  charge  control 
system  under  the  new  hospital  contracts  is  similar  to,  and  will  have  a  similar  effect  on,  future 
increases  in  hospital  charges  as  controls  under  Chapter  23  contracts.   Mr.  Liepins  testified  that 
the  future  rate  of  increase  in  hospital  charges  under  Chapter  495  "could  be  theoretically  greater" 
than  it  was  under  Chapter  23.  Tr.  6:81  (Liepins).   The  AG  argues  that  Mr.  Liepins  testified  to 
this  effect  to  justify  the  use  of  the  historical  trends  under  the  Chapter  23  contracts  to  project  the 
OPD  coinsurance  benefit,  and  argues  that  BCBS  cannot  have  it  both  ways. 
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The  SRB  argues  that  BCBS  obtained  this  discount  for  its  other  indemnity  subscribers 
under  the  Chapter  23  contracts  but  failed  to  take  advantage  of  the  potential  for  such  a  discount 
for  its  Medex  subscribers  for  OPD  rates,  thereby  depriving  Medex  members  from  the  resulting 
savings  that  have  been  provided  to  all  other  indemnity  subscribers.    The  SRB  contends, 
therefore,  that  BCBS  has  obtained  nothing  it  could  not  have  gained  before.  Therefore,  it  argues 
that  under  the  new  contracting  environment,  BCBS  should  have  obtained  more  than  the  20 
percent  discount. 

BCBS  contends  that  the  Intervenors  have  misconstrued  the  evidence  and  the  law, 
asserting  that  Chapter  23  made  the  discount  applicable  to  other  BCBS  subscribers  inapplicable 
to  Medex.   In  support  for  this  claim,  BCBS  cites  the  testimony  of  Mr.  Liepins  that  OPD 
benefits  were  excluded  from  the  discount  because  Medex  is  a  supplemental  policy,  and  OPD 
benefits  cover  only  20  percent  of  hospital  charges.  Mr.  Liepins  stated: 

Well,  I  think  it  would  have  been  very  unusual  for  us  to  have  had  a 
discount  in  the  past,  because  when  we  contract  with  a  hospital, 
we're  really  contracting  for  services  where  we  are  the  prime 
insurer,  at  least  traditionally  that's  been  the  case.... 


I  think  as  a  result  of  the  rapid  explosion  in  outpatient 
coinsurance,  which  we  believe  is  at  least  in  part  due  to  the  fact 
that  it  was  being  driven  by  hospital  charges  increases,  we  made  it 
a  priority  to  go  out  and  negotiate  with  hospitals  a  provision  which 
would  pass  on  our  outpatient  discount  to  Medex  subscribers,  but  I 
think  that's  a  departure  from  what  standard  practice  would  be. 

Tr.  6:98-99  (Liepins).  Mr.  Liepins  acknowledged  that  the  discount  was  applicable  to  Medex 
inpatient  services.    On  this  record,  BCBS  has  not  demonstrated  that  it  was  legally  precluded 
from  obtaining  this  discount  for  its  Medex  OPD  services.  Mr.  Liepins  stated  that  he  was  aware 
of  hospitals'  concerns  with  receiving  less  than  the  total  Medicare  approved  charge.    It  appears 
from  Mr.  Liepins'  testimony  that  BCBS  made  a  decision  not  to  seek  such  discounts  prior  to  the 
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negotiation  of  contracts  under  Chapter  495.    Although  BCBS  has  not  demonstrated  that  its 
current  proposed  discount  offers  a  benefit  BCBS  was  unable  to  provide  previously,  the  discount 
does  represent  an  improvement  in  the  cost  trend  for  this  benefit 

The  Interveners  argue,  however,  that  BCBS  has  not  done  enough  to  ensure  that  future 
trends  in  the  benefit  will  be  constrained.  Noting  Mr.  Liepins'  testimony  that  the  future  rate  of 
increase  in  hospital  charges  under  Chapter  495  could  be  theoretically  greater  than  it  was  under 
Chapter  23,  the  SRB  contends  that  BCBS  should  have  done  more  to  obtain  both  long  term 
controls  as  well  as  a  sizable  current  discount    It  argues  that  BCBS  has  offered  no  tangible 
Chapter  495-related  cost  savings  in  the  rate  year,  and,  moreover,  has  raised  the  possibility  that 
under  the  new  law,  charge  trends  might  increase. 

The  record  is  unclear  regarding  the  timing  of  these  cost  savings  to  result  from  charge 
trend  controls.  Although  there  may  be  savings  realized  during  the  rate  year,  on  this  record  I  am 
unable  to  make  any  finding  concerning  the  amount,  if  any,  of  such  potential  savings.  At  least 
initially,  BCBS  stated  that  limits  on  allowable  charge  increases  will  result  in  additional  savings 
from  the  avoidance  of  higher  charge  trends,  but  that  it  was  unable  to  quantify  such  savings. 

a)     BCBS'  Ability  to  Contract  Selectively  with  Acute 
Care  Hospitals 

The  SRB  argues  that  BCBS  should  be  able  to  obtain  more  advantageous  contracting 
terms  in  its  negotiations  with  hospitals  now  that  it  has  the  freedom  under  Chapter  495  to 
contract  selectively  with  hospitals.  It  contends  that  BCBS  has  failed  to  demonstrate  significant 
savings  gained  as  a  result  of  aggressive  and  selective  contracting  with  Massachusetts  acute  care 
hospitals. 

Mr.  Lonsdale  recommended  that  BCBS  could  obtain  better  contractual  terms  if  it 
abandoned  its  stated  intention  to  negotiate  and  reach  agreements  with  all  Massachusetts  acute 
care  hospitals  for  BCBS'  freedom-of-choice  products.  He  testified  that  BCBS'  stated  intention 
to  contract  with  all  acute  hospitals  reduces  its  ability  to  obtain  beneficial  contractual  terms  with 
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individual  hospitals.  The  SRB  argues  that  this  bargaining  posture,  in  and  of  itself,  is  evidence 
that  BCBS'  OPD  cost  trend  is  unreasonable. 

The  SRB  argues  that  there  are  no  legal  restrictions  precluding  BCBS  from  selectively 
contracting  with  fewer  than  all  of  the  approximately  90  acute  care  hospitals  in  Massachusetts. 
It  contends  that  the  power  to  walk  away  from  an  agreement  with  a  particular  hospital  would 
grant  BCBS  even  greater  bargaining  power  than  it  now  exerts  through  contracting  with  all 
hospitals.  According  to  Mr.  Liepins,  BCBS  communicated  to  all  hospitals  that  it  would  offer  a 
reasonable  rate  to  every  hospital.   Noting  Mr.  Liepins1  testimony  that  BCBS  received  political 
pressure  from  hospitals  to  offer  a  reasonable  rate,  the  SRB  argues  that  BCBS'  posture  has  been 
far  from  aggressive.    The  SRB  points  out  that  Mr.  Lonsdale  has  proposed  that  BCBS  consider 
its  utilization  needs  and  negotiate  in  good  faith  with  each  acute  care  hospital  in  the  state  with  the 
explicit  goal  of  entering  into  agreements  with  those  hospitals  which  offer  the  best  rates.    It 
argues  further  that  eliminating  the  few  providers  which  refuse  to  accept  BCBS'  terms  would 
send  the  message  to  all  providers  that  BCBS  intends  to  negotiate  aggressively  under  Chapter 
495,  and  would  drive  prices  down  across  a  broad  spectrum  of  the  hospital  market  statewide. 

(1)    The  Impact  of  OBRA  90 

BCBS  contends  that  the  SRB's  argument  that  more  aggressive  selective  contracting  would 
obtain  greater  savings  is  flawed.  It  notes  that  under  OBRA  90,  BCBS  is  required  to  pay  all 
providers  of  Medex  claims,  whether  or  not  they  had  entered  into  agreements  with  BCBS  and  are 
participating  providers.    BCBS  also  argues  that  non-participating  hospitals  could  charge 
whatever  they  wanted  and  Medex  would  have  to  pay  the  hospitals  20  percent  of  the  full  charge 
for  any  Medex  patient  that  used  the  hospital's  services  if  it  refused  to  negotiate  with  a  hospital 
whose  costs  were  too  high.    Mr.  Liepins  stated  that  if  BCBS  failed  to  enter  into  a  contract  with 
a  hospital,  that  hospital  would  be  totally  unconstrained  in  the  charge  increases  it  could  make. 
He  therefore  believed  that  although  perhaps  BCBS  as  a  whole  might  do  better  with  selective 
contracting,  for  Medex  it  would  do  worse  because  it  would  be  forced  to  pay  such  unconstrained 
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charges  to  hospitals  with  which  it  did  not  contract.    BCBS  argues  that  such  an  increase  in  costs 
would  only  hurt  Medex  subscribers. 

BCBS  also  argues  that  Mr.  Lonsdale  agreed  that  his  selective  contracting  recommendation 
would  cost  BCBS  more  rather  than  less  than  its  decision  to  contract  with  all  hospitals.    The 
SRB  disagrees,  pointing  out  that  Mr.  Lonsdale  qualified  this  by  agreeing  that  his 
recommendation  would  cost  BCBS  more,  "if  it  was  that  simple."  Tr.  10: 1 13  (Lonsdale). 

The  SRB  acknowledges  the  constraints  imposed  by  OBRA  90.  It  argues,  however,  that 
because  the  hospitals  which  do  not  contract  with  BCBS  will  lose  payment  for  all  of  BCBS' 
indemnity  business  other  than  Medex,  they  have  an  incentive  to  enter  into  agreements  with 
BCBS.    It  also  contends  that  the  ability  of  these  hospitals  to  inflate  their  charges  has  been 
exaggerated.  It  argues  that  the  current  Medicare  reimbursement  scheme  effectively  precludes 
hospitals  from  obtaining  extra  revenue  by  inflating  their  charges.  Discussing  the  hypothetical 
illustration  of  "Tony's  Hospital"  presented  during  the  hearing,  it  points  out  that  even  if  a  hospital 
were  to  raise  its  charges,  it  would  not  be  able  to  receive  the  total  amount  of  the  charge  because 
an  increase  in  the  Medex  payment  would  only  serve  to  reduce  the  amount  which  Medicare 
would  be  obligated  to  pay.  The  reason  for  this  is  that  Medicare's  obligation  is  only  for  the 
Medicare  allowed  amount  less  the  20  percent  coinsurance  paid  by  Medex  (or  a  Medicare 
beneficiary  with  no  supplemental  coverage).  Therefore,  the  SRB  contends,  in  order  for  the  20 
percent  coinsurance  to  exceed  the  Medicare  allowed  amount  by  a  sufficient  amount  to  increase 
the  payment  to  the  hospital,  the  hospital's  charge  would  have  to  be  significantly  inflated.  The 
SRB  argues  that  there  is  no  real  incentive  to  hospitals  to  increase  their  charges.    I  note, 
however,  that  this  argument  ignores  incentives  hospitals  may  have  to  raise  charges  generally  to 
increase  revenues  from  other  payors  and  consumers. 

The  SRB  also  argues  that  hospitals  have  a  further  incentive  to  reach  agreement  with 
BCBS  because  a  contract  would  offer  greater  assurances  of  timely  payment,  and  because  BCBS 
could  encourage  its  subscribers  to  avoid  treatment  at  non-participating  hospitals.    It  contends, 
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therefore,  that  hospitals  have  more  of  an  incentive  to  enter  into  contracts  than  does  BCBS,  and 
BCBS  should  use  aggressive  selective  contracting  to  obtain  the  most  advantageous  rates. 

I  agree  with  BCBS  that  not  contracting  with  all  hospitals  runs  the  risk  that  some  payments 
will  be  based  on  charges  rather  than  on  a  contract.  I  agree  with  the  SRB,  however,  that  on  this 
record  BCBS  has  not  shown  the  extent  of  such  a  financial  consequence  to  the  company, 
although  I  am  aware  that  the  extent  of  such  consequences  may  be  hard  to  quantify.  The  extent 
of  this  risk  depends  on  the  proportion  of  BCBS  business  that  is  represented  by  Medex  members 
rather  than  members  of  BCBS'  other  indemnity  plans.  As  the  SRB  noted,  BCBS  is  contracting 
for  all  of  its  indemnity  business,  and  the  loss  of  a  contract  for  a  hospital  means  the  loss  of  other 
lines  than  Medex.  For  these  other  lines,  BCBS  has  no  obligation  to  pay  non-participating 
hospitals.  Therefore,  the  fact  that  BCBS  may  ultimately  contract  with  all  hospitals  does  not 
demonstrate,  by  itself,  that  BCBS  has  acted  unreasonably  in  its  negotiations.  As  part  of  its 
negotiation  strategy  with  individual  hospitals,  however,  BCBS  should  weigh  the  financial  risks 
of  not  contracting  with  particular  hospitals  and  incurring  obligations  to  pay  coinsurance  based 
on  higher  charges  for  Medex  members  with  the  incentives  of  hospitals  to  reach  agreement  with 
BCBS  to  avoid  losing  BCBS'  other  indemnity  business.  It  may  be  that  for  particular  hospitals 
the  risk  of  payment  of  charges  for  Medex  members  is  not  sufficient  to  warrant  BCBS  entering 
into  an  agreement  with  the  hospital  unless  it  obtains  more  advantageous  terms. 

b)     BCBS*  market  share  and  ability  to  compete 

The  SRB  also  contends  that  BCBS'  market  power  grants  it  the  ability  to  take  a  strong 
bargaining  position  with  hospitals.  It  argues  that  BCBS  has  failed  to  take  advantage  of  this 
bargaining  clout  to  contract  more  aggressively  with  hospitals  with  the  negotiating  powers  given 
to  it  effective  October  1, 1991  by  Chapter  495.   It  notes  the  agreement  of  BCBS'  witness,  Mr. 
Liepins,  that  BCBS  is  the  largest  non-governmental  payor  of  freedom-of-choice  plans  in 
Massachusetts. 
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BCBS  contends  that  Mr.  Lonsdale  has  overestimated  BCBS'  share  of  the  acute  care 
market  and  therefore  the  market  power  it  could  bring  to  its  negotiations.  It  states  that  BCBS 
subscribers  represent  only  1 1.3  percent  of  acute  hospital  days,  according  to  Massachusetts 
Medicare  RSC-404  reports.23   However,  as  the  SRB  points  out,  and  BCBS  agrees,  these  RSC- 
404  data  show  that  BCBS1  market  share  is  13  percent  of  total  acute  inpatient  charges  and  16.4 
percent  of  acute  outpatient  charges.   The  SRB  also  contends  that  since  the  RSC-404  data 
measure  charges  by  primary  payor,  the  80  percent  Medicare  primary  outpatient  payment 
swallows  up  the  20  percent  Medex  coinsurance  in  the  report,  and  the  Medex  data  are  not  fully 
accounted  for  in  the  data  report  cited  by  BCBS.  The  SRB  also  contends  that  because  the  report 
provided  data  only  through  September  30, 1992,  it  has  not  accounted  for  BCBS'  recent 
acquisition  of  the  Bay  State  Health  Care  HMO.    I  note  however  that,  as  Bay  State  is  an  HMO, 
its  subscribers  remaining  in  the  Bay  State  plan  would  not  be  included  with  the  indemnity 
business  for  which  BCBS  is  negotiating  contracts  with  hospitals. 

BCBS  argues  that  these  figures  do  not  demonstrate  that  it  has  overwhelming  negotiating 
power.   The  SRB  disagrees,  however,  with  BCBS'  claim  that  it  cannot  take  advantage  of  its 
ability  to  bargain  with  hospitals  unless  it  can  overwhelm  competitors  with  a  massive  share  of  the 
health  insurance  market.  It  argues  that  even  the  market  share  demonstrated  here  can  reap 
significant  cost  savings  for  subscribers.   I  agree  with  the  SRB  that  BCBS'  market  share  is 
significant  enough  for  it  to  conduct  effective  bargaining  with  hospitals.  As  the  SRB  points  out, 


23  BCBS  also  states  that  Medex  subscribers  represent  only  1  percent  of  acute  hospital  days  and  only  7 
percent  of  acute  hospital  outpatient  payments.   However,  as  the  SRB  points  out,  these  figures  are  not 
relevant  to  a  consideration  of  BCBS'  market  share  for  the  purpose  of  negotiating  contracts  with  hospitals. 
Both  Mr.  Liepins  and  Mr.  Lonsdale  noted  that  BCBS  is  negotiating  with  hospitals  on  behalf  of  all  of  its 
freedom-of-choice  products;  therefore  BCBS'  total  indemnity  market  is  more  appropriate  to  the 
consideration  of  BCBS'  negotiating  power. 
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BCBS  is  the  largest  private  indemnity  carrier  in  the  state.  It  is  disingenuous  for  BCBS  to  argue 
that  this  status  carries  no  bargaining  clout. 

4.      The  Interveners'  recommendations 

BCBS  contends  that,  because  Mr.  DeWeese  agreed  that  his  objections  to  BCBS'  use  of 
historical  data  did  not  seem  to  be  very  good,  there  is  no  evidence  to  support  the  AG's 
recommended  8.7  percent  trend  factor.  It  asserts  that  Mr.  DeWeese  conceded  that  his 
recommendation  was  not  supported.24   The  AG,  however,  disagrees  that  Mr.  DeWeese  waived 
all  of  his  objections  to  the  projection.  I  agree  with  the  AG  that  Mr.  DeWeese  also  stated  his 
belief  that  the  effects  of  controls  on  hospital  costs  through  BCBS'  negotiation  with  hospitals 
since  the  passage  of  Chapter  495  are  likely  to  prevent  a  recurrence  of  the  relatively  high  level  of 
cost  increases  experienced  during  the  period  from  the  fourth  quarter  of  1990  through  the  second 
quarter  of  1991. 

The  SRB  argues  that  BCBS  has  failed  to  demonstrate  savings  it  should  have  gained 
through  individual  contracting  with  acute  care  hospitals.  Therefore  the  SRB  recommends  that 
the  average  OPD  pure  premium  costs  for  the  rate  year  be  maintained  at  the  1991  level.    As  I 
noted  earlier,  BCBS  has  stated  that  it  projects  annual  savings  of  $1 1,350,000  from  the 
application  of  the  discount  to  OPD  coinsurance  charges  which  it  is  negotiating,  but  that  it  is 
unable  to  quantify  the  amount  of  savings  attributable  to  the  limits  on  allowable  OPD  charge 
increases  it  is  negotiating. 


24  Although  Mr.  DeWeese  acknowledged  that  the  two  reasons  he  gave  for  disagreeing  with  the  historical 
trend  projection  —  that  benefit  and  reimbursement  changes  have  affected  the  data  and  that  adverse 
selection  has  also  affected  the  data  ~  were  flawed,  he  stated  that  he  would  reflect  more  on  the  matter 
before  concluding  that  his  recommendation  was  wrong. 
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I  am  mindful  of  the  Intervenors'  concerns  that  BCBS  may  not  be  pursuing  contract 
negotiations  with  hospitals  aggressively  enough.  I  am  also  concerned  that,  contrary  to  the 
evidence  of  its  earlier  support  of  obtaining  greater  freedom  to  contract  individually  with 
hospitals,  BCBS  is  now  contending  that  its  bargaining  power  is  constrained  by  hospitals' 
demands,  so  that  it  may  not  be  able  to  control  OPD  rates  through  negotiation  as  effectively  as 
did  the  pre-Chapter  495  price  controls.  The  fact  that  it  has  the  freedom  of  the  marketplace  to 
negotiate  contracts  does  not  require  that  I  find  the  resulting  cost  projections  to  be  reasonable.  It 
is  not  sufficient  for  BCBS  to  complain  about  hospitals'  demands.  It  should  utilize  its  market 
power  to  negotiate  the  best  possible  terms  for  its  members.  Additionally,  I  am  not  persuaded 
that  BCBS  was  unable  to  pursue  outpatient  discounts  before  this  year.  However,  on  the  record 
before  me,  I  credit  BCBS  for  negotiating  the  outpatient  discount  and  applying  it  to  reduce  the 
cost  trend  for  this  benefit  and  for  negotiating  controls  on  charge  trends. 

Nevertheless,  I  note  the  Intervenors'  contentions  that  BCBS  has  not  adequately 
demonstrated  savings  resulting  from  its  enhanced  freedom  to  contract  with  acute  care  hospitals 
under  Chapter  495,  and  that  BCBS1  projected  10.7  percent  trend  is  too  high.  That  trend  is  based 
on  applying  the  .801  discount  factor  to  the  historical  trend,  but  includes  no  savings  this  year 
attributable  to  limits  on  allowable  OPD  charge  trends.  I  share  the  Intervenors'  concerns  that 
BCBS  may  be  withdrawing  its  assertion  that  such  controls  will  achieve  savings.  However,  on 
the  record  presented,  I  will  not  find  BCBS'  proposed  trend  unreasonable  for  failure  to  account 
for  such  charge  trend  limits  or  other  potential  savings  resulting  from  Chapter  495.  Based  on  the 
record  before  me,  BCBS'  discount  represents  an  effort  to  obtain  savings  through  Chapter  495. 

BCBS  argues  that  the  AG  has  not  supported  his  alternative  recommendation  of  a 
judgmental  two  percent  reduction,  or  an  8.7  percent  trend,  because  Mr.  DeWeese  withdrew  his 
challenges  to  the  historical  trend.  Although,  as  the  AG  points  out,  Mr.  DeWeese's 
recommendation  was  not  based  solely  on  those  two  challenges,  he  made  no  specific 
recommendation  relating  to  the  impact  of  Chapter  495.  Therefore  on  this  record,  the  evidence 
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does  not  support  the  reasonableness  of  the  AG's  recommendation.  Although  I  am  accepting 
BCBS'  proposed  trend  for  this  year,  I  expect  BCBS  to  include  estimated  savings  from  limits  on 
allowable  charges  in  its  next  rate  filing,  or  provide  an  adequate  explanation  for  its  failure  to  do 
so.  Additionally,  I  direct  BCBS  to  report  on  its  contract  negotiations  with  hospitals  in  its  next 
filing,  and  on  the  extent  of  savings  achieved  through  such  negotiations. 

D.     The  Pure  Medex  Day  Cost  Trend  Projection 

As  BCBS  notes,  pure  Medex  days  are  benefits  provided  for  inpatient  hospitalization  after 
Medicare  benefits  are  exhausted.  Although  BCBS  used  historical  data  to  project  the  trend  for 
non  acute  hospital  services,  for  acute  care  hospital  stays,  it  rejected  the  use  of  historical  data. 
Under  its  new  contract,  BCBS  will  implement  a  payment  system  for  acute  care  hospitals  based 
on  diagnostically  related  groups  or  DRGs.  It  states  that  it  expects  that  most  of  these  pure 
Medex  days  will  be  reimbursed  on  the  basis  of  outlier  payments  under  the  DRG  system.25 

BCBS  asserts  that  it  is  presently  unable  to  calculate  the  expected  cost  trend  for  pure 
Medex  days  under  its  proposed  new  hospital  contract,  and  that  while  only  one  third  of  the  acute 
care  hospitals  in  Massachusetts  have  signed  a  memorandum  of  understanding  with  BCBS,  more 
have  reached  some  agreement  with  BCBS.    It  states  that  it  therefore  chose  to  use  as  a  proxy 
value  for  acute  care  hospital  costs  the  rate  of  increase  in  Medicare  payments  per  acute  case. 
BCBS  notes  that  this  proxy  results  in  rates  of  increase  in  respective  hospital  fiscal  years  of  4.4 
percent  for  1992,  3.7  percent  for  1993  and  5.8  percent  for  1994.  It  notes  that  these  costs  are 


25  As  with  the  OPD  coinsurance,  BCBS  also  states  that  it  is  negotiating  for  lower  rates  of  increase  in 
inpatient  cost  per  day  for  pure  Medex  days  than  the  rates  of  increase  that  could  have  otherwise  have 
occurred.  BCBS  asserts  that  it  cannot  quantify  the  amount  of  such  additional  savings  because  Chapter 
23  included  a  sunset  provision  and  it  does  not  know  what  the  trends  would  have  been  in  the  absence  of 
either  Chapter  23  or  its  ability  to  contract 
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below  the  6  to  12  percent  historical  cost  trends  observed  based  on  what  it  states  are  the  most 
recently  available  data  reported  on  a  consistent  basis. 

BCBS  contends  that  the  Medicare  program  is  backed  by  the  power  to  legislate  its  own 
cost  bases  with  hospitals.  According  to  Mr.  Liepins,  it  is  generally  agreed  among  commercial 
insurers  that  the  Medicare  reimbursement  level  does  not  reimburse  actual  hospital  costs. 
Therefore,  BCBS  claims  that  the  use  of  the  Medicare  trends  for  the  Medex  program  is 
particularly  aggressive  from  a  cost  containment  point  of  view  because  BCBS  lacks  the  legislative 
power  available  to  Medicare. 

The  AG  raised  no  objections  to  this  projection.  Although  in  its  responsive  filing,  the  SRB 
raised  objections  to  the  acute  hospital  trend  and  recommended  that  the  trend  be  set  at  zero,  it 
did  not  pursue  these  objections  in  its  brief.  Based  on  the  record  and  considering  both  BCBS' 
change  to  the  new  DRG  payment  system  and  its  negotiation  of  lower  rates  of  increase  in 
inpatient  cost  per  day,  I  am  satisfied  that  BCBS'  use  of  the  Medicare  data  as  a  proxy  is 
reasonable  for  the  rate  year.  M 

E.     BCBS'  Proposed  New  Retail  Drug  Program 

1.      Description  of  BCBS'  Proposal 

On  November  12, 1992,  during  the  course  of  these  proceedings,  BCBS  filed  its  third 
motion  to  amend  the  filing.  The  amendment  contains  a  proposal  for  changes  to  both  the  pricing 
of  prescriptions  purchased  at  retail  pharmacies,  and  changes  in  the  pricing  of  drugs  purchased 


26  Both  Intervenors  also  contend  that  BCBS  has  failed  to  negotiate  favorable  enough  terms  with  hospitals 
with  its  new  contracting  freedoms  under  Chapter  495.  They  contend  that  this  failure  impacts  the  pure 
Medex  day  benefit  as  well  as  outpatient  department  coinsurance.   This  issue  is  addressed  in  the  cost 
containment  section  of  this  decision. 
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through  BCBS'  mail  service  contract  with  Medco  Containment  Services,  Inc.  (Medco),  to  offer 
deeper  discounts  for  these  drugs. 

BCBS  proposes  to  implement  a  new  retail  pharmacy  agreement  with  PCS  Health  Systems, 
Inc.  (PCS).  This  agreement  will  replace  the  PA-2  agreement  which  has  been  in  place  between 
BCBS  and  Massachusetts  retail  pharmacies.  According  to  BCBS,  91.9  percent  of  the 
community  pharmacies  (or  93.4  percent  of  PA-2  pharmacies  used  by  Medex  members)  in 
Massachusetts  have  agreed  to  participate  in  the  PCS  Managed  Care  Network.  According  to 
Ms.  Elinor  Socholitzky,  BCBS'  Director  of  Medex  and  Nongroup  Product  Management,  PCS 
will  make  further  efforts  to  recruit  any  specific  additional  pharmacies  seen  as  desirable  to  assure 
appropriate  accessibility  for  Medex  members.  Therefore,  BCBS  expects  close  to  95  percent  of 
community  pharmacies  to  join  the  network.  Under  the  agreement,  Medex  subscribers  will  be 
required  to  purchase  retail  drugs  from  the  pharmacies  that  have  joined  the  network.27  BCBS  has 
obtained  deeper  discounts  on  prescription  drug  prices  than  have  been  in  effect  under  the  PA-2 
agreement 

BCBS  also  proposes  to  implement  an  open  drug  formulary  to  encourage  subscribers  to 
use  cost-effective  drugs.28  According  to  BCBS,  the  formulary  is  updated  regularly  to  reflect 
current  knowledge  about  drug  therapy.  To  provide  an  incentive  for  subscribers  to  purchase 
those  brand  drugs  that  are  on  the  formulary,  rather  than  brand  drugs  not  on  the  formulary, 
BCBS  proposes  that  certain  changes  be  made  to  Medex  subscriber  policies.  Under  its  proposal, 
the  coinsurance  for  nonformulary  drugs  is  higher  than  for  formulary  drugs  purchased  at  retail 


27  For  purchases  outside  Massachusetts,  members  will  be  required  to  purchase  retail  drugs  from 
pharmacies  that  participate  in  the  nationwide  RECAP  network,  which  consists  of  some  52,000 
pharmacies. 

28  Under  an  open  drug  formulary,  members  are  reimbursed  for  drugs  that  are  not  on  the  formulary, 
although  they  are  responsible  for  a  higher  coinsurance  than  for  formulary  drugs.   According  to  BCBS, 
the  PCS  formulary  currently  has  approximately  1 100  separate  drug  products. 
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pharmacies:  for  all  Medex  products  with  drug  coverage,  after  the  quarterly  or  annual  deductible 
is  met,  the  coinsurance  is  20  percent  for  formulary  brand  drugs,  50  percent  for  nonformulary 
brand  drugs  and  zero  for  generic  drugs.  For  mail  service  drugs,  nonformulary  drugs  will  be 
subject  to  a  larger  copayment  than  formulary  drugs:  under  the  Medex  Gold  and  Standard  plans, 
the  copayment  is  $10  for  formulary  brand  drugs,  $35  for  nonformulary  brand  drugs  and  $2  for 
generic  drugs.  For  Medex  Silver,  the  copayments  are  $15  for  formulary  brand  drugs,  $35  for 
nonformulary  brand  drugs  and  $10  for  generic  drugs.  Additionally,  BCBS  has  stated  that  the 
Medex  program  will  receive  rebates  from  manufacturers  for  many  formulary  drugs  that  are 
dispensed. 

As  proposed  by  BCBS,  PCS  will  perform  the  pharmacy  network  management  and  the 
implementation  of  the  formulary  and  related  manufacturers'  rebates  under  an  agreement  with 
BCBS.  It  will  also  perform  claims  processing  activities  and  concurrent  drug  utilization  review. 
According  to  BCBS,  these  services  will  offer  Medex  and  its  subscribers  lower  costs  for 
prescription  drugs,  more  accurate  and  efficient  processing  at  the  pharmacy  and  concurrent 
utilization  review  before  a  prescription  is  dispensed  at  retail.  BCBS  contends  that  Medex 
subscribers  will  receive  substantial  savings  from  the  use  of  drugs  on  the  PCS  formulary,  and  that 
these  savings  are  reflected  in  the  amended  filing.  The  amendment  includes  a  revised  rate  request 
of  14.7  percent,  rather  than  the  18.3  percent  previously  sought. 

BCBS  also  notes  that  the  amendment  contains  a  proposal  for  a  fully  integrated  concurrent 
drug  utilization  review  program  applicable  to  both  retail  and  mail  service  drugs,  which  BCBS 
contends  will  afford  the  ability  to  analyze  and  respond  to  potential  or  actual  drug  utilization 
problems. 
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Neither  Intervenor  objected  to  the  allowance  of  the  motion,  although  both  criticized 
BCBS  for  making  the  amendment  so  late  in  these  proceedings.  In  fact,  both  Intervenors 
commended  BCBS  on  its  proposed  program.  I  allowed  BCBS'  motion.29  The  SRB  has  raised 
no  objections  to  the  amended  filing.  Although  the  AG  raised  several  specific  objections  to  the 
amendment  in  its  responsive  filing,  it  only  presented  one  new  issue  in  its  brief.  Since  the  AG  did 
not  make  any  argument  concerning  the  other  new  issues  relating  to  the  amendments  in  its  brief, 
and  he  introduced  no  evidence  concerning  them,  I  am  unable  to  address  these  issues  in  this 
decision.30  The  AG  did,  however,  contend  that  since  the  amended  filing  applies  the  pure 
premium  projection  for  mail  service  and  retail  prescription  drugs  calculated  in  BCBS1  initial 
filing,  his  objections  to  that  earlier  filing  also  apply  to  the  amended  filing. 

2.      BCBS'  Projection  of  One-time  Administrative  Expenses 

The  AG  stated  that  he  commends  BCBS  for  negotiating  steeper  discounts  for  both  retail 
and  mail  service  prescription  drugs,  as  well  as  instituting  a  drug  formulary  for  both  retail  and 
mail  service.  He  objects,  however,  to  BCBS'  inclusion  of  one-time  expenses  for  identification 
cards  and  new  policies  as  a  part  of  its  expense  calculation  for  the  rate  year,  contending  that 
inclusion  of  the  entire  cost  in  one  year's  rate  is  unreasonable.  He  argues  that  these  expenses 


29  BCBS  testified  that  the  process  by  which  BCBS  obtained  agreement  from  a  vendor  for  retail 
prescription  drug  benefit  management  and  claims  processing  was  lengthy.   I  am  concerned,  however, 
that  the  proposal  caused  delay  in  the  hearing  process.  211  CMR  120. 19  affords  BCBS  a  guaranteed  rate 
effective  date  in  the  event  that  its  filing  is  made  by  a  certain  date.  Amendments  such  as  this  run  the  risk 
of  delaying  the  rate  effective  date  and  creating  havoc  in  the  hearing  process.  To  ensure  an  orderly 
process,  BCBS  must  endeavor  to  have  a  completed  proposal  for  the  rate  year  at  the  time  of  the  initial 
filing  of  its  proposed  rates. 

30  The  AG's  objections  to  the  projection  of  the  percentage  of  nonformulary  drugs,  the  calculation  of  the 
Medco  discount  for  generic  drugs  purchased  through  mail  services,  the  volume  of  prescription  drugs  that 
will  be  purchased  through  mail  service  as  used  in  the  amended  filing  and  the  coinsurance  for 
nonformulary  drugs  were  not  pursued  in  its  brief  and  are  therefore  waived. 
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should  be  prorated  over  the  period  that  the  new  programs  are  expected  to  be  in  effect,  rather 
than  included  entirely  in  the  1993  rate. 

BCBS  responds  that  its  filings  routinely  include  non  recurring  costs  in  the  calculation  of 
administrative  expenses,  and  that  there  have  been  no  objections  to  instances  elsewhere  in  this 
year's  filing  where  one-time  expenses  have  been  included.    It  also  asserts  that  the  administrative 
costs  will  be  entirely  expended  in  the  rating  period.  BCBS  argues  further  that  the  AG  has  not 
explained  how  one-time  expenses  could  be  prorated  over  a  program  that  is  likely  to  continue 
into  the  indefinite  future,  or  how  a  one-time  assessment  makes  the  rates  excessive.  Finally, 
BCBS  also  points  out  that  these  expenses  are  so  small  that  they  will  have  only  a  de  minimis 
effect  in  the  rate  year  of  less  than  $.13  per  month.  Therefore,  it  contends  that  prorating  that 
amount  over  more  than  one  year  would  have  no  effect  on  affordability. 

On  this  record,  I  am  persuaded  that  it  is  reasonable  for  BCBS  to  include  these  expenses  in 
the  1993  rates,  particularly  as  they  are  de  minimis.  Therefore  I  find  that  this  element  of  BCBS' 
amended  filing  is  reasonable.  In  future  rate  proceedings,  should  BCBS  consider  it  appropriate 
to  prorate  expenses,  or  should  Intervenors  wish  to  contend  that  the  failure  to  do  so  is 
unreasonable,  particularly  in  reference  to  all  one-time  expenses  included  in  a  particular  filing,  I 
would  consider  the  reasonableness  of  such  an  element  in  the  filing. 

3.      BCBS'  Drug  Formulary 

During  the  hearing  I  expressed  concern  that  there  be  formulary  and  generic  drug 
alternatives  to  the  nonformulary  drugs  available  to  subscribers  because  of  the  much  higher  levels 
of  cost  sharing  proposed  for  nonformulary  drugs.  BCBS  asserts  that  there  are  only  a  handful  of 
drugs  without  therapeutic  formulary  equivalents,  and  that  the  circumstance  of  a  subscriber 
having  no  alternative  to  a  nonformulary  drug  would  occur  in  most  instances  because  the  drug  is 
rarely  called  for. 
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BCBS  has  stated  that  an  independent  committee  conducts  quarterly  reviews  of  the 
formulary  to  consider  requests  to  include  drugs  in  the  formulary  and  to  review  entire  categories 
of  drugs  to  make  recommendations  for  formulary  changes.  It  states  that  the  initial  decision  to 
include  or  exclude  a  drug  is  based  solely  on  quality  and  therapeutics,  and  that  manufacturers  are 
contacted  thereafter  to  negotiate  potential  product  rebates. 

During  the  hearing,  I  asked  BCBS  whether  it  could  establish  a  mechanism  whereby 
subscribers  would  not  be  responsible  for  the  higher  coinsurance  for  nonformulary  drugs  in  the 
event  that  there  was  no  alternative  available.  BCBS  responded  that  PCS'  system  does  not 
presentiy  have  the  capacity  to  apply  different  coinsurance  levels  to  designated  subscribers  who 
use  a  nonformulary  drug  for  this  purpose.  It  presented  testimony  concerning  the  costs  it  claims 
would  be  incurred  to  implement  such  a  system.  BCBS  asserts  that  to  assure  that  subscribers  will 
not  be  inappropriately  burdened  by  the  50  percent  coinsurance  applicable  to  nonformulary 
drugs,  it  plans  to  monitor  the  implementation  of  the  formulary  program  to  determine  the 
situations  in  which  drugs  are  prescribed  for  Medex  members  for  which  there  are  no  formulary 
alternatives.31 

Based  on  the  record  concerning  this  issue,  I  am  satisfied  with  BCBS'  proposal  to  monitor 
the  formulary  program  in  this  manner  for  the  rate  year  and  to  handle  on  a  case  by  case  basis 
circumstances  in  which  there  would  be  no  alternative  to  a  new  and  innovative  nonformulary 


31  I  have  taken  official  notice  of  a  letter  dated  February  3, 1993  from  the  Division  to  HCFA,  enclosing  a 
letter  of  the  same  date  from  Ms.  Socholitzky  to  the  Division  which  provided  additional  information  for 
HCFA  concerning  BCBS'  proposed  retail  pharmacy  program.  In  Ms.  Socholitzky's  February  3, 1993 
letter,  she  stated: 

We  agree  that  in  the  event  that  there  is  a  new  and  innovative  drug  which  does 
not  have  a  therapeutic  alternative  on  the  formulary,  and  which  is  for  a 
condition  which  cannot  be  otherwise  treated,  we  will  reimburse  members  for 
that  drug  as  though  it  were  on  the  formulary,  pending  review  by  the  [Pharmacy 
and  Therapeutics]  Committee.  This  will  be  administered  on  a  case  by  case 
basis. 
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drug.  If  BCBS  implements  the  formulary  program,  I  direct  BCBS  to  include  in  its  next  rate 
filing  a  report  on  the  extent  of  the  non-availability  of  formulary  and/or  generic  drugs  for 
conditions  treated  by  nonformulary  drugs  as  a  result  of  the  implementation  of  the  new  formulary 
drug  program.  With  this  directive,  and  as  qualified  by  my  rulings  with  respect  to  the  actuarial 
projections  of  the  prescription  drug  benefit,  I  find  that  the  proposed  retail  prescription  drug 
program  is  acceptable. 

I  am  taking  official  notice  of  correspondence  from  the  Division  to  HCFA  seeking  HCFA's 
approval  of  proposed  changes  to  21 1  CMR  68.00,  et  seq.  to  permit  BCBS  to  implement  the 
proposed  retail  drug  program  changes,  including  the  open  drug  formulary.32  OBRA  90  requires 
that  the  Massachusetts  Medigap  program  and  211  CMR  68.00  conform  to  HCFA  requirements. 
However,  the  Division  has  not  yet  received  approval  of  changes  to  21 1  CMR  68.00  which 
would  permit  the  implementation  of  BCBS'  proposed  retail  drug  program  and  drug  formulary. 

I  applaud  BCBS  for  developing  and  proposing  the  retail  pharmacy  program  incorporated 
in  its  amended  filing,  including  the  proposed  introduction  of  a  drug  formulary,  the  concurrent 
utilization  review  program  and  the  pharmacy  network.  I  find  that  the  program  is  a  reasonable 
one  within  the  meaning  of  Massachusetts  statutes  and  approve  this  program  in  its  entirety, 
subject  to  a  determination  from  HCFA  approving  the  program  or  changes  to  21 1  CMR  68.00 
which  would  permit  the  program  to  go  forward.  The  Division  is  disappointed  that  HCFA  has 
not  yet  approved  this  program.  In  light  of  HCFA's  inaction  to  date,  I  would  accept  in  a  revised 
filing,  a  retail  pharmacy  proposal  that  encompassed  some  or  all  aspects  of  the  plan  submitted  in 
BCBS'  amendment,  or  one  that  was  based  on  BCBS'  initial  filing,  as  modified  by  changes  in  the 


32  In  addition  to  the  Division's  February  3, 1993  letter  and  enclosed  letter,  I  am  taking  official  notice  of 
the  Division's  correspondence  to  HCFA  dated  December  1 1  and  18, 1992,  requesting  that  HCFA  make  a 
determination  on  suggested  changes  to  21 1  CMR  68.00  to  permit  the  Medigap  policy  benefit  design 
changes  BCBS  has  proposed  for  the  retail  drug  program. 
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Medco  contract.  I  would  also  approve  in  a  revised  filing  a  retail  pharmacy  plan  that  is 
reasonably  comparable  to  BCBS'  proposed  retail  pharmacy  plan,  as  described  in  its  amended 
filing,  if  such  reasonably  comparable  plan  has  been  approved  by  HCFA. 

F.      Prescription  Drug  Pure  Premium 

This  year  BCBS  projected  the  prescription  drug  pure  premium  through  use  of  a  new  and 
complex  pricing  model  which  incorporated  various  adjustments  to  historical  incidence  and  cost 
trends  for  retail  prescription  drugs.   BCBS  made  adjustments  which  it  contends  account  for  the 
inclusion  of  mail  service  prescription  drugs,  as  well  as  estimated  adverse  selection  effects. 
BCBS  acknowledges  that  its  model  is  complex,  but  contends  that  given  the  numerous  changes  in 
the  prescription  drug  benefit  in  recent  years,  a  degree  of  complexity  is  necessary.    BCBS  asserts 
that  it  has  used  the  same  data  as  were  available  for  projection  purposes  last  year.   BCBS'  model, 
adjusted  for  utilization  review  savings,  produces  a  projected  monthly  drug  pure  premium  of 
$59.53. 

The  AG  challenged  BCBS'  projection  in  a  number  of  respects,  raising  several  arguments 
challenging  BCBS'  chosen  model  to  project  the  pure  premium,  and  criticizing  the  new  model  as 
overly  complex  and  unreliable.  With  respect  to  BCBS'  proposed  adjustments  to  the  incidence 
projection,  he  asserts  that  BCBS  improperly  assumes  that  increased  incidence  is  a  result  of 
incremental  mail  service  utilization  and  that  BCBS  failed  to  account  for  the  stockpiling  of  mail 
service  drugs.  He  also  argues  that  BCBS'  model  improperly  includes  an  explicit  adjustment  for 
mail  service  penetration.  He  questioned  the  model's  treatment  of  intermediate  inputs  and 
asserted  that  the  model  is  based  on  too  many  assumptions  to  be  reliable.  He  also  argues  that 
BCBS  has  failed  to  include  in  its  filing  data  demonstrating  that  mail  service  prescription  drugs 
are  more  costly  than  retail  drugs.  Additionally,  he  asserts  that  BCBS'  cost  trend  is  unreasonable 
for  failing  expressly  to  account  for  the  relative  proportion  of  claims  for  generic  and  brand  drugs. 
Finally,  he  contends  that  BCBS'  adverse  selection  factor  is  excessive. 
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In  criticizing  BCBS'  use  of  its  new  model,  the  AG  argues  that  BCBS  comes  before  the 
Division  each  year  with  a  different  projection  method  for  this  benefit,  and  that  because  the  data 
are  affected  by  benefit  changes,  the  projection  has  to  be  adjusted  for  expected  benefit  changes 
during  the  rate  year,  or  as  a  result  of  other  factors  affecting  cost  or  incidence.  He  asserts  that 
BCBS1  methodology  to  project  the  drug  benefit  relies  less  on  actual  incidence  and  cost  data 
from  the  retail  and  mail  service  drug  programs  than  on  assumptions  regarding  the  relationship 
between  the  two  programs.  He  states  that  BCBS'  model,  a  five-page  mathematical  calculation 
of  over  60  lines,  is  overly  complex  and  unreliable. 

The  AG's  witness,  Mr.  DeWeese,  presented  an  alternate  model  to  project  the  drug  pure 
premium.  His  model,  incorporating  his  alternative  recommendations  regarding  drug  incidence 
and  cost  and  adverse  selection,  projects  a  monthly  drug  pure  premium  of  $53.20.   The  differing 
pure  premium  rates  obtained  through  Mr.  DeWeese's  model  and  the  BCBS  model  are  the 
product  of  several  factors,  including  the  AG's  use  of  a  lower  cost  trend,  a  different  adverse 
selection  adjustment  to  the  incidence  trend,  a  factor  to  remove  the  stockpiling  effect,  BCBS' 
explicit  adjustment  for  mail  service  penetration  and  the  different  natures  of  the  respective 
models.  Mr.  DeWeese  measured  the  rate  difference  between  the  two  models  as  roughly  1.5 
percent.33 

This  decision  first  addresses  BCBS'  proposed  adjustments  to  the  projected  incidence 
trend,  then  the  model's  treatment  of  intermediate  assumptions.  Next,  the  decision  treats  the 
prescription  drug  cost  trend.  The  projected  adverse  selection  factor  for  prescription  drugs  is 
addressed  as  part  of  the  discussion  of  the  subscriber  enrollment  forecast,  which  also  relates  to 
the  proposed  contract  relativities. 


33  Mr.  DeWeese  included  two  estimates  of  pure  premium  as  calculated  by  his  model,  one  estimate  using 
his  assumptions,  and  another  using  those  of  BCBS.  He  concluded  that  the  latter  estimate  resulted  in  a 
pure  premium  of  only  1.5  percent  less  than  that  calculated  by  BCBS  in  its  model. 
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1.      Adjustments  to  Prescription  Drug  Incidence  Projection 

To  project  the  prescription  drug  incidence  for  the  rate  year,  BCBS  states  that  it  used  an 
underlying  incidence  trend  factor  of  6.5  percent,  noting  that  last  year  I  approved  a  6.5  percent 
factor  based  on  data  prior  to  1990.  According  to  BCBS,  it  continued  to  use  pre- 1990  data, 
rather  than  1990  and  1991  data  because  these  data  were  distorted  by  adverse  selection  and 
benefit  changes.   As  a  result,  I  note  that  BCBS  is  trending  the  drug  incidence  based  solely  on 
retail  utilization  data.  BCBS  states  that  it  derived  a  total  utilization  trend  of  15.3  percent,  based 
on  1)  its  underlying  incidence  trend  factor  of  6.5  percent  applied  to  actual  first  quarter  1991 
data,  and  2)  a  proposed  8.3  percent  adverse  selection  factor.   BCBS  also  states  that  it  then 
applied  a  separate  9.8  percent  factor  based  on  a  claimed  incremental  change  in  prescriptions  and 
claimed  further  changes  in  the  degree  of  mail  service  penetration. 

The  AG  argues  that  BCBS1  ultimate  drug  incidence  trend  is  overstated,  and  claims  that  the 
incremental  mail  prescriptions  BCBS  has  described  in  its  filing  are  an  unsupported  device  to 
inflate  the  incidence  trend. 

For  the  reasons  that  follow,  I  conclude  that  BCBS1  incidence  projection,  including  its 
incremental  mail  utilization  assumptions,  is  unreasonable  unless  modified  as  recommended  by 
the  AG. 

a)      Incremental  Mail  Assumption  Factor 

BCBS1  actuarial  witness,  Ms.  Lewis,  stated  that  30  percent  of  the  drug  claims  paid 
through  mail  service  would  not  have  been  paid  if  only  retail  drug  service  had  been  available, 
calling  those  additional  claims  "incremental."  To  define  what  she  meant  by  "incremental  drugs," 
Ms.  Lewis  suggested  that  mail  service  incidence  affected  total  drug  utilization  in  two  ways, 
through  "substituted"  drugs  and  "incremental"  drugs.  Ms.  Lewis  described  substituted  drugs  as 
those  for  which  BCBS  had  previously  paid  at  retail.  She  suggested  that  incremental  drugs  fell 
into  three  categories:  1)  drug  claims  which  were  never  submitted  to  BCBS  for  payment  because 
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they  fell  within  the  retail  drug  deductible;  2)  drugs  which  were  submitted  to  BCBS,  but  were  not 
paid  because  they  also  fell  within  the  retail  drag  deductible;  and  3)  drags  which  exceeded  the 
drag  deductible,  but,  for  one  reason  or  another,  were  never  submitted  to  BCBS.  She  testified 
that  BCBS  estimates  that  the  incremental  mail  prescriptions  as  a  percentage  of  total 
prescriptions  will  represent  a  9.8  percent  increase  over  the  expected  number  of  retail 
prescriptions  in  the  absence  of  mail.34 

The  AG  asserts  that  BCBS  did  not  present  data  to  explain  its  claim  that  the  observed 
increase  in  prescription  drag  incidence  following  the  introduction  of  mail  service  was 
attributable  to  incremental  mail  service  drugs,  arguing  that  Ms.  Lewis'  opinion  to  this  effect  is 
speculative.  He  notes  Ms.  Lewis'  testimony  that  because  of  the  low  mail  copayments  and  the 
absence  of  a  deductible  for  mail  service  prescriptions,  more  prescriptions  were  filled  by  mail  than 
expected.  He  claims  that  Ms.  Lewis'  testimony  contradicts  that  of  two  other  BCBS  witnesses, 
Mr.  Terry  Latanich  and  Dr.  Thomas  Kellenberger  of  Medco  Containment  Services,  Inc. 
(Medco). 

I  disagree  with  the  AG's  characterization  of  the  Medco  witnesses'  testimony.  Although 
they  acknowledged  that  fewer  subscribers  purchased  drugs  at  mail  initially,  Mr.  Latanich  stated 
that  the  later  volume  was  in  the  order  of  magnitude  that  was  expected. 

According  to  the  AG,  BCBS  had  previously  assumed  that  there  would  be  no  need  for  a 
rate  adjustment  in  this  area  based  on  increased  mail  service  drag  claims.  However,  BCBS 
disagrees  with  the  AG's  contention  that  it  had  assumed  in  past  proceedings  that  no  new  drugs 
would  be  added  to  Medex  payments  by  the  introduction  of  mail  service.  It  argues  that  it  was 


34  According  to  BCBS,  the  9.8  percent  factor  is  based  on  the  application  of  the  incremental  mail 
prescriptions  and  the  substituted  mail  prescriptions,  reflected  in  the  proposed  mail  penetration  rate. 
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always  known  that  there  were  drugs  that  fell  within  the  deductible  at  retail  that  would  now  be 
covered  under  mail  service. 

While  I  agree  with  the  AG  that  BCBS  has  not  provided  data  to  support  its  theory  that 
incremental  drugs  explain  the  increase  in  incidence,  I  also  agree  with  BCBS  that,  on  this  record, 
it  is  logical  to  conclude  that  some  of  the  drugs  paid  at  mail  would  otherwise  have  fallen  within 
the  retail  drug  deductible. 

The  AG  also  argues  that  because  the  expected  incidence  is  a  function  of  two  trend 
assumptions,  the  6.5  percent  underlying  trend  and  the  8.3  percent  adverse  selection  factor,  these 
assumptions  are  not  reliable.  He  argues  that  the  2.31  adjustment  factor  applied  to  mail  service 
utilization  to  create  equivalent  retail  prescriptions  based  on  day  supply  size  may  not  be 
appropriate  for  projection  purposes,  and  therefore  the  incremental  incidence  may  be  due  to  the 
start-up  effects  of  introducing  a  mail  service  program  with  large  prescription  days  supply.35  He 
contends  that  BCBS  has  not  provided  satisfactory  answers  to  these  questions  to  support  the 
reasonableness  of  its  projection  methodology. 

Mr.  DeWeese  testified  that  the  assumptions  for  incremental  mail  utilization  were  both  too 
high  and  inappropriate  for  projection  purposes,  and  that  the  application  of  the  2.31  adjustment 
factor  to  mail  utilization  creates  the  appearance  of  increased  utilization.    He  stated  that  if  one 
person  switches  from  retail  to  mail  for  one  prescription,  the  apparent  effect  on  the  BCBS 
adjustment  would  be  to  show  incremental  claims  of  1.31  even  though  no  additional  real  claims 
had  been  made.  Therefore,  he  stated  that  it  would  be  particularly  misleading  to  use  this  as  a 
basis  for  projection.  Mr.  DeWeese  noted  that  since  mail  service  prescriptions  are,  on  average, 


35  BCBS  states  that  in  its  model  it  adjusted  the  mail  prescriptions  by  a  factor  of  2.3 1  because  it  found 
that  the  average  prescription  size  (in  terms  of  days  supply)  for  mail  service  was  2.31  times  that  of  retail 
service  prescriptions.   This  assumption  is  one  of  several  to  which  the  AG  objected  as  reducing  the 
reliability  of  BCBS'  projection. 
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for  a  longer  days  supply  than  are  retail  prescriptions,  one  mail  service  prescription  will  last 
longer  and  hence  not  need  refilling  as  often  as  a  retail  prescription.  Mr.  DeWeese  therefore 
stated  that  while  this  factor  might  be  appropriate  for  projection  in  a  mature  environment,  it 
overstates  the  incremental  mail  claims  during  a  period  in  which  mail  utilization  is  rising,  because 
the  incremental  mail  claims  represent  a  temporary  phenomenon  of  building  up  a  "stockpile"  of 
drugs  in  the  possession  of  the  mail  service  Medex  members.36 

While  he  acknowledged  that  the  utilization  BCBS  described  as  incremental  was  real,  Mr. 
DeWeese  stated  that  it  was  inappropriate  to  assume  a  continued  increased  trend  for  incremental 
prescriptions  because  as  the  transfer  from  retail  to  mail  prescriptions  matures,  the  percentage  of 
incremental  utilization  would  decline.   Mr.  DeWeese  submitted  an  alternate  model  which 
included  an  adjustment  for  the  phenomenon  of  stockpiling  drugs.  Alternatively,  he 
recommended  that  the  magnitude  of  stockpiled  drugs  be  estimated  and  subtracted  from  BCBS 
model. 

I  agree  with  Mr.  DeWeese  that  BCBS'  calculation  improperly  failed  to  incorporate  the 
stockpiling  of  mail  service  drugs.  However,  I  note  that  during  the  hearing  Mr.  DeWeese  and 
Ms.  Lewis  reached  agreement  as  to  the  appropriate  stockpile  factor.  Although  Mr.  DeWeese 
initially  estimated  the  impact  of  stockpiled  drugs  as  13  percent  of  total  mail  services  drugs, 
resulting  in  a  factor  of  .87,  he  subsequently  agreed  with  BCBS'  alternative  calculation  which  Ms. 
Lewis  stated  modeled  historical  data  from  the  Medex  mail  service  experience.  The  factor  Ms. 
Lewis  and  Mr.  DeWeese  agreed  upon  was  .97,  or  three  percent  of  mail  service  drugs. 


36  Mr.  DeWeese  testified  that  he  believed  the  increase  in  incremental  drugs  was  caused  by  this  stockpile 
effect,  rather  than  the  phenomenon  that  members  were  receiving  payment  at  mail  for  drugs  which 
previously  were  subject  to  the  retail  deductible,  as  Ms.  Lewis  asserted 
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Although  it  does  not  dispute  that  stockpiling  exists,  and  has  not  been  eliminated  from  its 
model,  BCBS  now  argues  that  because  the  factor  would  have  such  a  small  effect  on  the  pricing 
of  the  overall  prescription  drug  benefit,  I  should  conclude  that  its  calculation  excluding  the 
factor  is  reasonable.37 

On  this  record,  BCBS  has  not  adequately  shown  that  the  stockpile  factor  of  .97 
recommended  by  Mr.  DeWeese  should  be  ignored.  BCBS  has  acknowledged  that  it  omitted  this 
element  in  the  original  model  presented  in  its  filing,  but  now  claims  its  size  as  the  reason  to  omit 
it.  Although  I  am  mindful  of  the  size  of  this  factor,  I  note  that  BCBS  is  required  to  utilize  a 
reasonable  methodology  to  determine  this  element  of  the  proposed  rates,  and  I  need  not  approve 
an  element  of  a  filing  "which  would  lead  to  rates  falling  within  a  range  of  excess,  no  matter  how 
small."  See  Blue  Cross  of  Massachusetts,  Inc.  v.  Commissioner  of  Insurance,  397  Mass.  117, 
119, 124  (1986).  Accordingly,  BCBS'  incremental  mail  assumption  is  disapproved  for  failure  to 
take  into  account  the  .97  percent  stockpile  factor.  I  would  accept  in  a  revised  filing  a 
calculation  that  incorporated  that  factor  in  the  incidence  calculation.  Since  BCBS  has  prepared 
an  alternate  version  of  its  model  which  includes  this  factor,  this  decision  alone  is  not  dispositive 
of  the  question  of  the  reasonableness  of  BCBS'  model. 

b)     Mail  Service  Penetration 

The  AG  disputes  whether  a  factor  for  mail  service  penetration  should  be  incorporated 
explicitly  into  the  projection  of  this  benefit.  BCBS  included  an  explicit  adjustment  for  its 
expected  mail  service  penetration.  Mr.  DeWeese,  in  his  alternative  model,  made  no  adjustment, 
but  argues  that  the  separate  retail  and  mail  service  incidence  trends  account  for  the  changes  in 
mail  service  penetration. 


37  The  treatment  of  this  stockpiling  factor  is  also  a  point  of  contention  between  the  AG  and  BCBS  with 
respect  to  the  reasonableness  of  BCBS'  drug  pricing  model. 
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(1)    BCBS'  Approach 

Included  in  BCBS1  mail  service  pricing  model  is  a  mail  service  penetration  percentage 
projection  of  32.9  percent  for  the  rating  period,  which  BCBS  states  it  derived  by  using  series 
regression  modeling  of  the  historical  increase  in  mail  service  usage  by  Medex  subscribers. 
BCBS  used  this  percentage,  along  with  its  estimate  of  incremental  mail  service  prescriptions,  to 
develop  its  proposed  9.8  percent  factor  for  its  prescription  drug  incidence  projection.   The  AG 
disputes  this  percentage,  contending  that  it  is  unsupported  by  the  evidence  and  is  too  high. 

The  AG  notes  Mr.  DeWeese's  testimony  that  the  mail  service  penetration  percentage  is 
inappropriate  because  it  includes  the  adjustment  factor  of  2.31  to  account  for  the  difference  in 
average  prescription  size  between  retail  and  mail  service  prescriptions  to  simulate  retail  claims.38 
Mr.  DeWeese  also  stated  that  the  mail  service  penetration  percentage  fails  to  take  into  account 
that  the  penetration  will  be  capped  because  only  maintenance  prescriptions  can  be  filled  at  mail. 
He  stated  that  although  BCBS  acknowledges  that  this  is  true  in  the  rationale  for  the  projection 
of  mail  penetration,  no  explicit  adjustment  has  been  made  in  its  model  to  account  for  this. 

BCBS  responds  that  its  regression  analysis  projected  that  the  penetration  rate  would 
continue  to  grow,  although  at  a  diminished  rate,  from  the  first  quarter  of  1992  rate  to  the 
expected  32.9  percent  penetration  rate  during  the  rating  period.   It  argues  that  Mr.  DeWeese 
agreed  that  he  did  not  know  the  natural  limit  on  mail  service  penetration  and  could  not  say 
whether  BCBS'  projection  was  close  to  the  limit,  even  though  he  acknowledged  that  knowing 
the  limit  would  be  relevant  to  determining  whether  BCBS1  projection  was  reasonable.   BCBS 
asserts  further  that  Ms.  Lewis'  testimony  showed  mail  service  penetration  continues  to  grow. 


38  Mr.  DeWeese's  acceptance  of  the  .97  stockpiling  factor,  which  incorporated  this  assumption,  belies  his 
objection  to  the  use  of  the  2.3 1  factor  with  regard  to  this  issue. 
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She  stated  that  for  April,  May  and  June  1992,  the  percentages  each  represent  a  substantial 
increase  over  the  corresponding  percentage  in  the  previous  quarter. 

The  AG  disagrees,  arguing  that  the  record  supports  Mr.  DeWeese's  position  that  the 
penetration  percentage  will  be  less  than  BCBS'  estimate.  He  cites  the  revised  testimony  of  Mr. 
Latanich  that  Medco  projected  that  service  usage  would  increase  10  to  15  percent  over  expected 
volume  for  fiscal  year  1992,  which  was  closer  to  the  April  through  June  1992  mail  service 
volume  reported  in  the  filing.  Mr.  DeWeese  calculated  a  projection  of  mail  service  penetration 
based  on  Mr.  Latanich's  estimate  to  be  28  to  29  percent.39 

BCBS  argues,  however,  that  this  projection  is  based  only  on  rough  production  volume 
estimates  made  by  Mr.  Latanich  for  the  purposes  of  staffing  the  Massachusetts  Medco 
pharmacy,  and  contends  that  these  estimates  are  very  different  from  the  regression  analysis 
BCBS  relied  upon  for  its  projection.   BCBS  also  contends  that  even  if  the  Medco  production 
statistics  were  comparable  to  incidence  statistics,  the  calculation  is  flawed  by  using  a  May  1993 
midpoint  for  the  rate  year,  asserting  that  the  midpoint  is  in  August.  Therefore  it  claims  that  Mr. 
DeWeese1  calculation  of  a  29  percent  upper  bound  is  short  because  it  is  too  early  in  the  rate 
year. 

On  this  record,  I  am  persuaded  that  BCBS'  32.9  percent  penetration  projection  is  more 
reasonable  than  the  28  to  29  percent  suggested  by  Mr.  DeWeese.  I  agree  with  BCBS  that  the 
estimates  of  the  Medco  witnesses,  upon  which  Mr.  DeWeese  relied  for  his  projection,  were  not 
made  for  the  purpose  of  determining  a  mail  service  penetration  projection.  I  am  also  concerned 
that  the  AG  did  not  respond  to  BCBS'  argument  that  Mr.  DeWeese's  alternate  calculation  used 
the  wrong  midpoint  for  the  rate  year.  BCBS  has  the  burden  of  establishing  sufficient  evidence 


39  Mr.  DeWeese's  original  calculation  based  on  Mr.  Latanich's  original  testimony,  projected  the 
penetration  rate  to  be  25  to  26  percent 
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to  determine  that  its  projection  of  mail  service  penetration  is  reasonable,  and  that  mail 
penetration  will  not  be  capped  during  the  year  at  a  level  lower  than  BCBS'  projected 
penetration.  Although  there  is  a  point  at  which  mail  service  penetration  will  be  complete,  on  this 
record,  I  am  unable  to  tell  whether  it  is  likely  to  occur  during  the  rate  year  or  not.  However, 
because  I  agree  with  BCBS  that  there  will  be  continued  growth  in  mail  service  penetration  for 
the  rate  year,  and  because  Mr.  DeWeese's  alternate  calculation  appears  on  this  record  to  be 
understated,  I  am  not  persuaded  that  BCBS'  projection  is  unreasonable  for  the  rate  year. 

(2)    The  AG's  Approach 

Mr.  DeWeese's  model  took  the  first  quarter  1992  pure  premiums  for  mail  service  and 
retail  prescriptions  and  trended  them  forward  separately  by  incidence  and  cost  trends.  For  his 
calculation  he  adjusted  the  mail  service  pure  premium  for  the  stockpiling  effect40   Mr. 
DeWeese's  calculation  also  adjusted  the  incidence  trend  for  his  adverse  selection  estimate  and 
the  cost  trend  he  recommends  based  on  the  adjustment  for  generic  drug  utilization.  His 
calculation  makes  no  adjustment  for  prescription  days  supply  or  the  mail  service  penetration 
because  mail  and  retail  prescriptions  are  trended  separately.   The  AG  contends  BCBS' 
methodology  is  inherently  unreliable  because  it  includes  too  many  assumptions  that  cannot  be 
adequately  verified.  He  argues  that  Mr.  DeWeese's  recommendation  is  more  reasonable  and 
overcomes  the  uncertainty  in  BCBS'  methodology. 

BCBS  contends  that  a  principal  problem  with  Mr.  DeWeese's  model  is  that  it  assumed  that 
the  mix  of  mail  and  retail  drug  utilization  would  not  change  from  the  first  quarter  of  1992  to  the 
rating  period.    It  contends  that  this  mail  penetration  rate  is  properly  included  in  its  model,  and 
that  by  disregarding  the  continued  growth  in  the  use  of  mail  service,  Mr.  DeWeese's  model 


40  Although  Mr.  DeWeese's  original  calculation  proposed  a  stockpiling  factor  of  .87,  he  has  now  agreed 
that  the  factor  should  be  .97. 
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omitted  an  important  component  of  Medex  cost  that  should  be  recognized.  BCBS  argues  that  in 
the  Medex  program  the  total  cost  of  mail  service  is  relatively  more  than  the  total  cost  of  retail. 
Therefore,  it  claims  that  because  Mr.  DeWeese's  model  held  the  mix  of  mail  and  retail  drugs 
constant,  it  underestimates  the  actual  cost  of  mail  service  in  the  rating  period. 

However,  Mr.  DeWeese  did  not  agree  that  his  model  mandated  that  the  mix  of  mail  and 
retail  drugs  remain  constant.  When  asked  if  the  model  assumed  that  the  mail  penetration  that 
had  been  reached  in  the  first  quarter  of  1992  would  not  change,  he  stated  that: 

Well,  either  that  or  that  didn't  make  any  difference,  and  I  would 
have  liked  to  have  reflected  something  as  to  whether  it  made  a 
difference  but  I  found  that  I  was  unable  to  test  whether  mail  drugs 
cost  more  than  retail  drugs  or  retail  drugs  cost  more  than  mail 
drugs. 

Tr.  9:174-175  (DeWeese). 

The  AG  contends  that  BCBS  has  not  provided  any  actual  data  or  analysis  that  mail  service 
prescriptions  cost  more  than  retail  drugs.    BCBS  argues  that  it  has  been  known  from  the  outset 
that  the  ultimate  cost  to  Medex  for  the  mail  service  benefit  is  higher  than  for  retail  due  to  the 
lack  at  mail  service  of  the  deductible  and  percentage  coinsurance  existing  at  retail.  It  contends 
that  the  mail  service  savings  are  given  to  subscribers  in  the  form  of  lower  out-of-pocket  costs 
for  mail  service,  making  the  combined  Medex  and  subscriber  cost  lower. 

The  AG  claims  that  this  information  does  not  compare  mail  service  costs  with  retail 
prescription  costs  and  there  is  no  such  comparison  anywhere  in  the  filing.   While  I  do  not  agree 
that  BCBS  has  failed  to  provide  any  data  concerning  the  actual  costs  to  BCBS  of  mail  service 
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and  retail  drugs,  I  believe  that  BCBS  should  provide  more  data  concerning  these  drug  costs  than 
it  has  in  this  filing.41 

The  AG  argues  that  BCBS'  methodology  for  calculating  this  benefit  belies  any  argument 
that  mail  service  costs  more,  noting  that  the  same  cost  trend  was  applied  to  both  retail  and  mail 
service  prescriptions.  Therefore,  he  contends  that  BCBS  has  not  supported  its  conclusion  that 
the  increased  costs  BCBS  is  finding  because  of  mail  service  are  due  to  increased  claims 
incidence  from  incremental  mail  service  claims.  The  AG  contends  that  Mr.  DeWeese  has 
demonstrated  that  incremental  prescriptions  are  a  function  of  numerous  hypothetical 
assumptions  and  are  expected  to  decline  during  the  rate  year. 

The  AG  argues  that  because  Mr.  DeWeese's  model  uses  actual  1992  mail  service  data,  the 
methodology  should  pick  up  any  increased  cost  during  the  rate  year  due  to  the  benefit  design  of 
mail  service  and  the  fact  that  subscribers  have  lower  out-of-pocket  costs  for  mail  service.  The 
AG  contends  that  since  Mr.  DeWeese  trended  retail  and  mail  incidence  separately,  the  changes 
in  incidence  for  each  over  the  trend  period  would  be  reflected  if  the  trending  methodology  and 
assumptions  were  correct.  Therefore  he  contends  it  is  unnecessary  to  apply  a  mail  service 
penetration  rate  in  Mr.  DeWeese1  calculation. 

I  agree  with  the  AG  that  separate  trending  of  mail  and  retail  data  should  capture  mail 
service  penetration  changes.  As  to  BCBS'  approach,  I  share  the  AG's  concern  that  BCBS  did 
not  demonstrate  the  ultimate  level  of  mail  service  penetration,  or  whether  any  ultimate  level 
would  be  reached  in  the  rate  year.  However,  the  AG  made  no  specific  criticisms  of  BCBS' 


41  Although  BCBS  has  provided  some  cost  data,  I  note  that  the  record  does  not  include  actual  drug  by 
drug  comparisons  of  retail  and  mail  drug  prices.  Furthermore,  I  am  concerned  about  the  extent  of  BCBS' 
support  of  its  estimates  of  the  out-of-pocket  savings  to  subscribers.  The  relative  cost  to  subscribers, 
including  premium  and  out-of-pocket  costs  for  retail  and  mail,  rather  than  the  costs  incurred  by  BCBS, 
reflect  the  relative  values  of  the  retail  and  mail  service  programs  to  Medex  members. 
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regression  that  persuade  me  that  it  is  unreasonable.  Therefore,  on  this  record  I  cannot  conclude 
that  BCBS'  adjustment  for  mail  service  penetration  is  unreasonable,  assuming  that  its  drug 
model  itself  is  reasonable. 

2.      BCBS'  Model 

Mr.  DeWeese  testified  that  because  of  the  complexity  of  BCBS'  model's  calculations  it  is 
difficult  to  test  the  sensitivity  of  BCBS'  assumptions  incorporated  in  the  calculation.    He  stated 
further  that  a  risk  of  such  a  method  is  that  errors  can  be  very  hard  to  spot  and  correct.  He  also 
stated  that  when  he  made  certain  changes  in  assumptions  there  were  unexplainable  changes  in 
the  calculation,  which  caused  him  to  lack  confidence  in  the  reliability  of  the  results. 

Mr.  DeWeese  noted  that  when  BCBS  amended  the  filing  to  take  account  of  the  mistakenly 
omitted  2  percent  discount  reflected  in  the  new  retail  pharmacy  agreement  (PA-2),  the  change 
resulted  in  an  increase  in  the  pure  premiums.  He  stated  that  this  was  not  intuitively  sensible.42 

BCBS  agreed  that  this  correction  to  the  data  in  the  model  caused  an  increase  rather  than  a 
decrease  to  the  resulting  pure  premium  and  acknowledges  that  this  result  appeared  counter- 
intuitive to  Mr.  DeWeese.   It  argues,  however,  that  the  result  is  correct  because  PA-2  had  the 
effect  of  reducing  the  cost  of  retail  drugs,  and  since  the  model  subtracts  the  costs  of  retail  drugs 
that  are  replaced  by  mail  service  drugs,  a  reduction  in  the  amount  subtracted  would  produce  a 
larger  final  amount43 


42  BCBS'  correction  of  data  in  its  model  was  made  on  August  24, 1992.   The  fact  that  BCBS  had  to 
correct  the  inputs  to  its  model  several  weeks  after  it  had  made  its  filing  underscores  my  concern  that  the 
model  is  too  complex  to  assure  that  it  is  free  of  material  errors. 

43  This  result  would  appear  to  suggest  that  the  decrease  in  the  cost  of  retail  drugs  was  accompanied  by  a 
corresponding  increase  in  utilization  of  more  costly  mail  service  drugs. 
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Although  Mr.  DeWeese  acknowledged  during  his  cross-examination  that,  "[i]f  it  were  true 
that  the  only  changes  reflected  because  of  PA-2  were  to  decrease  negative  items,  that  would 
increase  the  cost,"  he  also  said,  "I'm  not  sure  that  that's  what  happened."  Tr.  9:150-151 
(DeWeese).  In  his  reply  brief,  the  AG  responded  that  BCBS'  explanation  of  the  counter- 
intuitive and  unusual  effect  of  adjusting  for  the  PA-2  agreement  may  make  mathematical  sense, 
but  does  not  attest  to  the  reliability  of  the  calculation  for  projection  purposes. 

Mr.  DeWeese  also  noted  that  when  he  reproduced  BCBS'  calculation  with  certain 
alternate  assumptions,  many  of  the  intermediate  results  did  not  make  sense.  He  also  stated  that 
whatever  factor  was  put  in  the  calculation  for  a  prescription  size  adjustment,  the  calculation 
produced  the  same  result.    He  said  that  if  one  assumption  was  changed  in  one  point  in  the 
calculation,  the  changes  would  be  canceled  out  elsewhere  so  that  the  outcome  was  unaffected. 
He  expressed  concern  that  changes  to  critical  assumptions  had  no  effect  on  the  model's  outcome 
because  the  intermediate  steps  canceled  out  the  changes  he  made,  and  therefore  he  questioned 
the  model's  reliability. 

Mr.  DeWeese  specified  several  parts  of  the  calculation,  three  intermediate  steps  for  which 
he  felt  the  intermediate  results  made  no  sense:  the  mail  order  cost  per  prescription  (line  B.19  of 
the  calculation),  the  average  cost  per  prescription  (line  B.22),  and  the  additional  mail  order  cost 
per  prescription  at  the  projection  point  (line  B.39).   With  respect  to  these,  Mr.  DeWeese  stated 
that  he  observed  that  changes  to  assumptions  had  no  effect  on  the  result.    He  said  that 
whatever  was  input  in  the  model  for  a  prescription  size  adjustment,  the  result  was  the  same  at 
the  end.   He  stated  it  didn't  matter  because  if  fewer  prescriptions  were  put  in,  the  costs  were 
greater.  He  went  on  to  state: 

And  that's  why  I  went  on  to  produce  [his  simplified  prescription 
drug  calculation],  because  what  occurred  to  me  after  looking  at 
this  was  that,  despite  the  calculation  running  on  for  whatever  it  is, 
60  lines  of  multiplications  and  divisions  and  subtractions,  that  the 
real  thing  that  was  happening  was  we  were  applying  a  trend 
factor,  and  regardless  of  what  kind  of  things  you  put  in  the  middle 
of  the  calculation  it  seems  to  come  out  the  same  at  the  end.  And 
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the  result  is  a  rate  increase  requirement  roughly  50  percent  higher 
than  what  the  experience  was  in  the  first  quarter  of  '92. 

Tr.  9:157-158  (DeWeese).  Mr.  DeWeese  testified  on  cross-examination  that  the  projected 
incremental  mail  cost  per  prescription,  line  B.36  also  had  the  same  problem.    He  stated  that  he 
concluded  that  if  BCBS  was  wrong  about  how  to  project  mail  prescriptions,  that  there  was  no 
way  to  use  its  calculation  to  implement  a  different  assumption  and  get  a  different  answer. 

The  AG  argues  that  therefore  BCBS'  calculation  is  not  reliable.  It  argues  that  Mr. 
DeWeese's  alternate  calculation  presents  a  more  simplified  approach,  adopting  some  of  the  trend 
assumptions  included  in  BCBS'  calculation  and  projecting  retail  and  mail  programs  separately. 

BCBS  responded  by  arguing  that  Mr.  DeWeese's  problem  arose  because  he  made  the 
wrong  adjustments  to  BCBS1  model.    It  claims  that  Mr.  DeWeese's  concern  arose  over  the 
BCBS  model's  treatment  of  Mr.  DeWeese's  proposed  factor  for  the  mail  service  stockpiling 
effect.  It  contends  that  when  Mr.  DeWeese  tried  to  adjust  the  model  for  the  impact  of  the 
stockpiling  effect  for  mail  service  drugs,  he  found  that  the  model  produced  certain  intermediate 
results  that  did  not  make  sense.   BCBS  asserts  that  Mr.  DeWeese  made  the  mistake  of  putting 
the  adjustment  in  the  wrong  places  in  the  model.  It  argues  that  the  model  could  produce 
reasonable  results  if  the  factor  were  applied  in  the  proper  place.44 

I  am  concerned,  however,  that  BCBS  did  not  respond  directly  to  the  AG's  argument  that 
changes  to  intermediate  inputs  failed  to  affect  the  model's  results  as  expected.  BCBS'  sole 
response,  relating  to  the  stockpiling  factor,  does  not  adequately  respond  to  all  of  the  AG's 
criticisms  of  the  model.  Additionally,  the  fact  that  BCBS  responded  to  criticisms  of  its  model  by 


44  Ms.  Lewis  testified  that  rather  than  adjusting  the  relationship  in  days  supply,  Mr.  DeWeese  should 
have  reduced  the  first  quarter  1992  mail  service  observation  by  his  stockpiling  factor.  To  illustrate  this 
adjustment,  she  and  BCBS  developed  a  new  step  A.7a  in  the  model  {see  Attachment  8  to  her  rebuttal 
testimony).  According  to  Ms.  Lewis,  the  model  then  produced  no  inherently  illogical  results. 
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adding  steps  to  that  model,  does  not  persuade  me  that  the  model  is  reliable.  This  lack  leaves  me 
with  significant  concerns  with  the  reliability  of  the  model  in  projecting  the  pure  premium  for  this 
benefit  In  addition,  I  am  concerned  that  the  model  prevents  a  clear  examination  of  the  separate 
incidence  and  cost  trends  for  retail  and  mail  drugs. 

3.      The  AG's  Model 

BCBS  argues  that  Mr.  DeWeese's  model  is  too  simple.    It  also  contends  that  a  test  of  Mr. 
DeWeese's  model  showed  that  it  was  unable  to  predict  the  known  first  quarter  1992  pure 
premium.  It  states  that  this  test  examined  the  reasonableness  of  the  assumptions  that  Mr. 
DeWeese  used  in  his  prescription  drug  cost.  BCBS  states  that  it  adjusted  the  actual  first  quarter 
1992  pure  premium  for  the  13  percent  impact  of  Mr.  DeWeese's  initial  recommended  stockpiling 
factor.  It  states  that  the  first  quarter  1991  actual  pure  premium  was  projected  forward  one  year 
using  Mr.  DeWeese's  cost  and  utilization  assumptions,  and  fell  $2.30  short  of  the  actual  pure 
premium  absent  stockpiling.   BCBS  asserts  that  if  the  .97  stockpiling  factor  is  used  in  this  test, 
Mr.  DeWeese's  assumptions  produce  a  result  that  is  $3.39  lower.   BCBS  notes  that  Mr. 
DeWeese  offered  no  explanation  why  his  lower  cost  and  utilization  assumptions  did  not  produce 
the  actual  pure  premium  observed  in  the  first  quarter  of  1992,  other  than  that  something  else 
must  have  been  going  on.  BCBS  claims  that  Mr.  DeWeese  agreed  that  other  influences  could 
have  been  higher  cost  and  utilization,  which  BCBS  assumed  in  its  model. 

The  AG  contends  that  BCBS'  test  proves  nothing  because  it  is  a  comparison  of  apples  to 
oranges.  It  notes  that  Mr.  DeWeese's  methodology  applies  utilization  and  cost  trends  separately 
to  first  quarter  1992  retail  and  mail  prescription  pure  premiums,  adjusted  for  stockpiling.  He 
points  out  that  BCBS'  test  projected  first  quarter  1991  retail  prescription  drug  data  forward 
using  Mr.  DeWeese's  methodology  and  compared  the  result  to  actual  first  quarter  1992  data 
adjusted  for  the  stockpiling  effect  The  AG  argues  that  Mr.  DeWeese's  methodology  should  not 
be  applied  to  1991  experience  because  that  experience  pre-dated  the  introduction  of  mail  service 
and  the  new  retail  agreement,  PA-2.  Therefore  he  contends  that  the  1991  projection  made  in 
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BCBS'  test  has  no  predictive  value  because  there  is  no  mail  service  experience  in  the  data  and  a 
separate  adjustment  must  be  made  for  PA-2  which  may  or  may  not  be  accurate  depending  on  the 
composition  of  retail  claims.  He  notes  that  Mr.  DeWeese  used  data  for  the  first  quarter  of  1992 
because  1991  data  were  unaffected  by  the  implementation  of  mail  service. 

I  agree  with  the  AG  that  BCBS1  test  does  not  show  that  Mr.  DeWeese's  model  is 
unreliable.  I  am  concerned  that  BCBS  sought  to  test  this  model  with  the  use  of  data  that  pre- 
dated the  incorporation  of  the  mail  service  drug  benefit.  I  also  note  that  BCBS  made  no  attempt 
to  obtain  an  adjustment  to  Mr.  DeWeese's  model  to  account  for  mail  service  penetration,  which 
it  contends  is  absent  from  his  model.  Nor  did  BCBS  demonstrate  that  its  model  could  predict 
the  first  quarter  1992  pure  premium.  Therefore  on  this  record,  I  am  persuaded  that  the  AG's 
model  would  be  reasonable  to  use  for  the  rate  year. 

I  share  the  AG's  concern  that  BCBS'  model  is  premised  on  too  many  assumptions  and  is 
too  complex  to  permit  reasonable  examination  and  reasonable  confidence  in  its  results.  I  am 
particularly  concerned  that  BCBS'  model  circumvents  a  simple  analysis  of  the  separate  trends  of 
the  mail  and  retail  drug  programs.  I  also  share  the  AG's  concern  that  BCBS  based  its  model  on 
historical  data  involving  only  retail  claims.  Given  BCBS'  correction  of  inputs  to  the  model  after 
its  submission  of  its  filing,  its  adjustment  of  the  model  to  include  Mr.  DeWeese's  stockpiling 
factor,  and  its  failure  to  address  Mr.  DeWeese's  concerns  about  intermediate  assumptions,  I  have 
no  great  confidence  that  BCBS'  model  correctly  applies  all  of  the  assumptions  contained  in  the 
model.  Nevertheless,  I  will  accept  the  results  obtained  through  the  use  of  BCBS'  model  in  a 
revised  filing,  with  the  adjusted  inputs  that  I  have  stated  would  be  reasonable,  for  this  rate  year 
only.  My  acceptance  of  the  results  does  not  constitute  a  finding  that  the  use  of  the  model  is  a 
reasonable  methodology.  I  am  unconvinced  that  this  model  should  be  used  in  the  future, 
because  of  the  many  questions  BCBS  has  left  unanswered  concerning  the  model's  treatment  of 
different  assumptions.  I  note  that  when  BCBS  introduced  its  mail  service  proposal  in  the  filing 
for  1991  Medex  rates,  it  relied  on  an  analysis  performed  by  the  actuarial  firm,  Milliman  & 
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Robertson.  I  strongly  recommend  that  BCBS  undertake  a  similar  analysis  based  on  more  recent 
data  for  its  next  rate  filing. 

I  am  also  concerned  that  BCBS'  explanation  of  the  total  mail  service  and  retail  prescription 
drug  costs  to  subscribers  is  not  sufficiently  detailed  to  facilitate  adequate  analysis  of  this  issue.  I 
am  further  concerned  that  the  cost  to  the  subscriber  of  prescriptions  filled  by  mail  and  at  retail 
may  be  moving  closer  together  and  there  may  be  serious  questions  in  the  future  about  the  cost- 
effectiveness  of  the  mail  service  program.  I  therefore  direct  BCBS  to  include  in  its  next  rate 
filing  the  comparison  of  the  mail  service  and  retail  programs  it  has  provided  in  response  to 
Intervenors'  record  requests  in  each  of  the  three  years  since  it  has  proposed  a  mail  service  drug 
program.  That  comparison  shall  be  made  for  each  of  the  Medex  products  which  contain  a  mail 
service  component.  I  further  direct  BCBS  to  prepare  and  include  in  its  next  rate  filing  a 
projection  of  this  benefit  that  is  based  on  trending  the  cost  and  incidence  separately  for  the  retail 
and  mail  service  prescription  drug  programs,  as  well  as  separate  trending  for  brand  and  generic 
drug  costs.45  BCBS  shall  also  make  available  to  Intervenors  underlying  data  concerning  both 
retail  and  mail  service  costs. 

G.     Average  Cost  Per  Prescription  ~  Factor  for  Generic  Drug  Penetration 

1.      BCBS'  Projection 

BCBS  make  no  adjustment  this  year  to  its  average  cost  per  prescription  to  address  the 
proportion  of  drug  utilization  represented  by  generic  drugs.  It  proposes  a  drug  benefit  cost 
trend  of  13.7  percent  derived  from  a  regression  analysis  of  historical  data  from  1987  through 
1991 .    In  last  year's  decision,  I  rejected  BCBS'  projection  of  average  cost  per  prescription 


45  BCBS  provided  this  information  this  year  in  response  to  the  AG's  Record  Request  7.  See  Exhibit  21. 
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which  omitted  an  express  assumption  of  the  proportion  of  generic  and  brand  prescription  drug 

utilization,  stating  that: 

After  reviewing  the  record  in  this  proceeding,  I  cannot  agree  with 
BCBS  that  it  is  sufficient  merely  to  look  at  the  total  cost  trends 
without  conducting  some  type  of  analysis  into  the  factors  that 
drive  drug  costs  to  an  ever  increasing  amount. 

Decision  on  1992  Medex  Rates  at  75.  See  generally  Decision  on  1992  Medex  Rates  at  68-76. 

BCBS  has  described  in  its  filing  its  efforts  to  address  the  effect  of  the  percentage  of 
generic  drug  utilization  on  the  average  cost  per  prescription.  BCBS  notes  that  the  percentage  of 
generic  prescriptions  reimbursed  compared  to  total  prescription  reimbursement  has  increased, 
with  some  fluctuations,  from  16.3  percent  in  1987  to  22.7  percent  in  the  fourth  quarter  of  1990. 
It  contends,  however,  that  the  generic  utilization  trend  has  fluctuated,  and  that  this  fluctuation 
has  not  affected  the  average  cost  per  prescription  for  both  generic  and  brand  drugs  combined. 
BCBS  also  states  that  the  average  cost  per  prescription  has  been  climbing  at  a  steady  rate  of 
increase  of  13  percent  to  14  percent  since  1987.  BCBS  contends  that  although  both  the  level  of 
generic  penetration  and  the  total  cost  per  prescription  are  increasing,  there  is  no  correlation 
between  these  trend  increases.46  BCBS  stated  that  it  therefore  decided  to  make  no  adjustment 
to  the  prescription  drug  cost  projection  for  generic  utilization  rates. 

2.      Adequacy  of  BCBS'  Calculation 

BCBS  argues  that  the  graph  it  submitted  in  its  filing  depicting  generic  utilization  and  drug 
cost  trends,  shows  that  the  rate  of  generic  penetration  does  not  affect  the  cost  trend.  Mr. 


46  The  generic  utilization  rate  represents  the  percentage  of  generic  drugs  to  the  total  potential  generic 
drug  utilization,  excluding  single  source  brand  prescriptions  for  which  there  are  no  generic  alternatives. 
The  extent  to  which  this  rate  increases  in  comparison  to  the  proportion  of  brand  utilization  to  total 
utilization  represents  the  generic  penetration.  Although  the  parties  did  not  express  generic  utilization 
growth  in  terms  of  "generic  penetration,"  I  note  that  this  concept  is  similar  to  that  addressed  by  the  AG 
and  BCBS  with  respect  to  mail  service  penetration,  discussed  earlier  in  this  decision. 
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DeWeese  disagreed  with  BCBS'  characterization  of  its  evidence.  He  stated  that  BCBS' 
calculation  did  not  demonstrate  that  generic  utilization  does  not  affect  the  cost  trend,  but  rather 
that  BCBS1  data  showed  only  that  in  some  years,  growth  in  generic  utilization  and  an  increase  in 
the  overall  trend  factor  might  both  occur.  He  also  stated  that  the  graph  submitted  by  BCBS  was 
particular  misleading  because  of  its  scale  and  because,  in  a  graphical  representation,  a  1.5 
percent  change  might  get  lost  visually  against  a  background  of  10  to  12  percent  changes. 

In  rebuttal  to  Mr.  DeWeese's  testimony,  BCBS  submitted  a  chart,  which  it  states  removed 
the  question  of  scale,  by  restating  the  data  on  a  percentage  basis.  Ms.  Lewis  stated  that  this 
chart  compares  the  percentage  change  in  the  "generic  substitution  rate"  or  generic  penetration 
with  the  trend  rate  for  cost.  BCBS  argues  that  this  demonstrated  as  well  that  there  is  no 
consistent  relationship  between  the  proportion  of  generic  drug  utilization  and  Medex  cost  trends 
and  therefore  Medex  drug  costs  have  not  been  affected  by  changes  in  the  percentage  of  generic 
drugs  reimbursed.   On  this  record,  I  cannot  find  that  this  chart  is  any  more  persuasive  than  the 
graph  BCBS  presented  earlier.  This  quarterly  data  chart  appears  to  reflect  seasonal  changes  and 
does  not  present  a  clear  picture  of  the  trend. 

Although  BCBS  characterizes  its  evidence  as  clear  that  differences  in  generic  utilization 
percentages  have  not  affected  Medex  costs,  I  disagree.  Mr.  DeWeese  pointed  out  that  generic 
drug  costs  are  lower  than  the  costs  of  brand  name  drugs,  that  generic  drug  costs  have  trended  at 
a  lower  rate  than  have  the  costs  of  brand  name  drugs,  and  that  the  effect  of  increased 
penetration  of  generic  drugs  would  have  a  depressing  effect  on  overall  prescription  drugs  cost 
levels.  He  stated  further  that: 

...[generic  drug  cost  and  utilization  levels]  not  being  the  only 
effect  on  prescription  drug  costs,  the  fact  that  prescription  drug 
costs  went  up  anyway,  to  me,  doesn't  prove  that  generic  drugs 
don't  have  an  effect 

Tr.  9:103  (DeWeese).  Mr.  DeWeese  stated  that  he  believed  that  there  are  probably  several 
influences  or  counter  influences  that  cause  overall  prescription  drug  costs  to  increase. 
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Mr.  DeWeese  also  pointed  out  that  BCBS1  calculation  does  not  separate  out  other  factors 
that  might  influence  the  trend.  He  testified  that  such  other  factors  could  include  general 
inflation,  new  drugs  being  made  available,  changes  in  treatment  protocols,  cost  shifting,  changes 
in  the  insured  population  and  changes  in  the  use  of  generic  and  brand  drugs,  as  well  as  probably 
other  factors.  Mr.  DeWeese  expressed  a  concern  that  BCBS'  filing  did  not  attempt  to  isolate  a 
causative  relationship  between  generic  and  brand  prescription  utilization  trends. 

BCBS  argues  that  Mr.  DeWeese  agreed  that  if  it  were  known  that  generic  utilization  did 
not  affect  average  cost  there  would  be  no  reason  to  make  the  separate  calculation  he 
recommended,  and  that  it  would  be  appropriate  to  determine  whether  or  not  generic  utilization 
had  any  impact  on  average  cost  before  making  such  a  calculation.   It  argues  that  Mr.  DeWeese 
made  no  such  showing.  This  argument  misses  the  point.  As  last  year's  decision  found,  BCBS 
has  the  burden  of  demonstrating  that  generic  drug  penetration  has  no  impact  on  the  cost  trend. 

a)      Mr.  DeWeese*  s  hypothetical  example 

BCBS  notes  that  last  year's  decision  ruled  that  a  reasonable  drug  cost  trend  required  a  1.5 
percent  reduction  from  BCBS'  recommended  trend,  based  on  Mr.  DeWeese's  estimate  of  the 
effect  of  changes  in  the  generic  and  brand  mix  of  drugs.   BCBS  contends  that  Mr.  DeWeese's 
recommendation  consisted  of  a  hypothetical  example  of  how  the  generic  percentage  could  affect 
cost  and  does  not  demonstrate  that  growth  in  the  use  of  generics  reduces  overall  cost  trends. 
BCBS  states  that  last  year  Mr.  DeWeese  applied  his  hypothetical  example  to  BCBS1  pricing 
model  which  utilized  the  actual  mix  of  generic  and  brand  drugs  in  the  then  most  recent  three 
years,  when  the  generic  utilization  percentage  was  decreasing.  It  states  that  with  his 
hypothetical  example,  Mr.  DeWeese  changed  that  model  to  freeze  the  downward  trend  in 
generic  utilization  so  that  the  proportion  of  generic  and  brand  drugs  utilized  remained  constant, 
demonstrating  that  the  resulting  cost  trend  under  that  hypothesis  would  have  been  1.5 
percentage  points  lower. 
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The  AG  disagrees  that  Mr.  DeWeese  failed  to  demonstrate  that  growth  in  generic  drug 
utilization  reduces  cost  trends.    Mr.  DeWeese  noted  that  BCBS'  data  showed  that  the 
proportion  of  prescriptions  that  are  generic  has  increased  during  1991  and  the  first  quarter  of 
1992.47  hq  stated  that,  given  the  lower  cost  trend  associated  with  generics,  it  was  his  opinion 
that  the  adjustment  approved  in  last  year's  filing  of  1.5  percent  should  still  be  used.    He 
therefore  recommends  a  cost  trend  for  this  year  of  12.0. 

BCBS  does  not  disagree  that  generic  drug  utilization  has  now  been  increasing.  However, 
it  contends  that  data  for  1990  through  the  first  quarter  of  1992,  which  it  states  Mr.  DeWeese 
cited  for  his  observation  of  an  increase  in  the  generic  drug  penetration,  demonstrate  that  the 
Medex  trends  in  generic  drug  costs  are  not  lower  than  the  trends  in  the  brand  drug  costs.48 

The  AG  points  out,  however,  that  there  is  a  difference  in  the  cost  trend  for  brand  and 
generic  drugs  for  the  longer  three  year  period  from  1988  through  1990  period.  He  testified  that 
for  this  period,  generic  drug  costs  trended  at  13.6  percent  and  brand  drug  costs  trended  at  40 
percent.  Mr.  DeWeese  also  noted  that  the  contracted  allowance,  or  level,  of  generic  drug  costs 
for  that  period  was  lower  than  that  for  brand  drugs.   The  AG  argues  that  the  longer  cost  trends 
are  more  reliable  to  indicate  whether  generic  drug  costs  trend  differently  than  costs  of  brand 


47  This  increase  in  the  proportion  of  generic  drug  utilization  differs  from  the  situation  during  last  year's 
hearing  in  which  the  trend  showed  a  decline  in  the  proportion  of  generic  utilization.  Last  year  Mr. 
DeWeese  gave  his  belief  that  the  decline  would  end.  For  this  reason  he  recommended  last  year  that  the 
generic/brand  mix  be  held  at  a  steady  state.  Decision  on  1992  Medex  Rates  at  69-70. 

48  BCBS  also  states  that  Mr.  DeWeese  acknowledged  that  in  his  prefiled  testimony,  he  had  not  taken  into 
account  the  relationship  between  generic  and  brand  cost  trends  in  the  1990  through  first  quarter  1992 
period.   It  argues  therefore  that  the  foundation  for  Mr.  DeWeese's  recommendation  was  disproved  by  the 
same  data  that  he  cited  as  evidence  of  an  increase  in  the  generic  utilization  rate.   I  disagree  that  these  cost 
trend  data  require  a  rejection  of  Mr.  DeWeese's  recommendation. 
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name  drugs.  For  this  reason  he  recommends  that  the  adjustment  required  in  last  year's  cost 
projection  be  required  again  this  year  in  the  absence  of  new  modeling  that  controls  all  factors.49 

I  agree  with  the  AG  that  BCBS  has  not  demonstrated  adequately  that  the  generic  and 
brand  mix  of  drugs  should  be  ignored  and  given  no  explicit  adjustment.  Since  there  is  now  an 
increasing  trend  in  generic  drug  penetration,  rather  than  the  end  of  a  declining  trend  as  was 
projected  by  Mr.  DeWeese  last  year,  and  has  now  occurred,  this  year's  record  offers  even  more 
support  than  last  year's  proceeding  for  the  inclusion  of  this  1.5  percent  factor  to  a  trend  based  on 
the  1987  through  1991  data.  The  record  shows  that  over  an  established  three  year  period,  the 
generic  cost  levels  and  cost  trends  were  lower  than  those  for  brand  drugs.  Moreover,  the 
contrast  between  the  13.6  percent  and  40  percent  cost  trends  is  even  more  pronounced  in  terms 
of  the  actual  cost  of  the  drugs.  Even  assuming  the  same  trend  increase,  generic  drug  costs  will 
increase  at  a  lower  dollar  amount  because  the  percentage  rate  of  increase  is  applied  to  a  lower 
actual  dollar  value.  BCBS'  disclaimers  that  there  is  any  relationship  between  generic  utilization 
and  cost  trends  are  unpersuasive,  absent  any  attempt  to  isolate  generic  utilization  and  test  it 
against  costs  or  to  compare  the  average  cost  per  prescription  trends  for  generic  and  brand  drugs. 
Accordingly,  BCBS  prescription  drug  cost  trend  is  disapproved.  I  would  accept  as  reasonable  in 
a  revised  filing  a  trend  that  incorporates  the  recommendation  made  by  the  AG's  witness. 

H.     Contract  Relativities 

1.      Departure  from  Rating  Products  Based  on  Pooled  Experience 

This  year,  BCBS  included  in  its  filing  contract  relativity  calculations  (Schedule  21)  to 
adjust  rates  that  historically  have  been  made  on  a  composite  experience  basis  for  the  differences 


49   The  AG  recommends  a  continuation  of  the  same  factor  that  was  applied  last  year,  even  though  data  in 
this  year's  filing  show  that  the  generic  drug  penetration  is  now  increasing,  whereas  last  year,  his  witness 
was  only  projecting  a  change  from  the  previous  decline  to  an  increase  in  generic  drug  utilization. 
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in  experience  BCBS  states  exists  among  the  various  Medex  coverages.  Under  the  previous 
methodology,  BCBS  rated  Medex  products  on  a  pooled  basis,  projecting  one  pure  premium  for 
each  benefit  category.  Each  plan  that  covered  the  benefit  was  assigned  the  same  pure  premium, 
and  thus,  subscribers  to  each  product  were  charged  the  same  pure  premium  for  any  given 
benefit.  BCBS  proposes  to  phase  in  calculating  rates  based  on  contract-specific  experience,  by 
commencing  this  year  with  rates  that  are  two-thirds  pooled  and  one-third  contract  specific. 
BCBS  states  that  under  OBRA  90,  BCBS  and  all  other  Medigap  insurers,  now  must  satisfy  loss 
ratio  tests  in  which  each  product  must  have  no  less  than  65  percent  of  its  premium  applied  to 
claims.50  According  to  BCBS,  the  rating  of  the  Medex  products  on  a  pooled  basis  creates  cross- 
subsidization  among  the  Medex  plans  because  some  products  have  higher  individual  loss  ratios 
than  other  products.51 

BCBS  contends  that  because  OBRA  90  requires  that  the  plans  meet  the  loss  ratio  test  on  a 
product-specific  basis,  the  Medex  products  should  be  rated  on  a  basis  that  is  consistent  with  the 
loss  ratio  test,  arguing  that  this  treatment  is  required  by  OBRA  90.  However,  Mr.  Lonsdale 
testified  that  there  is  no  mandate  that  the  pooled  or  community  rating  be  eliminated.    Assuming 
that  each  product  were  able  to  meet  the  65  percent  loss  ratio  test  on  its  own,  continued  pooling 
of  the  products  for  rating  purposes  would  be  permissible,  although  it  would  result  in  the 
continuation  of  the  cross-subsidization  that  has  existed  in  the  past.  Under  OBRA  90,  however, 
BCBS  would  be  required  to  refund  premiums  to  subscribers  for  any  Medex  product  that  failed 


50  BCBS  defined  "loss  ratio"  as  the  ratio  of  incurred  claims  to  earned  premium. 

51  BCBS  contends  that  this  methodology  creates  unacceptable  subsidies  among  the  Medex  plans  because 
the  Medex  Basic,  Silver  and  Core  plans  each  have  loss  ratios  below  .65,  although  the  Medex  Gold  loss 
ratio  exceeds  1.00.  Therefore  it  argues  that  high  rates  on  some  products  are  uncompetitive,  preventing 
BCBS  from  attracting  the  best  risks.  It  also  asserts  that  BCBS  would  be  required  to  refund  premiums  to 
subscribers  to  the  products  whose  loss  ratio  falls  below  .65  while  it  would  suffer  excessive  losses  on  other 
products.  It  notes  that  in  the  past,  these  excessive  losses  have  been  partially  offset  by  underwriting  gains 
in  the  other  Medex  products. 
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to  meet  the  loss  ratio  test  as  set  out  in  21 1  CMR  68. 12(1 1),  even  though  all  of  its  other 
Medigap  products  exceeded  the  minimum  loss  ratio  requirement 

BCBS  states  that  it  examined  the  product-specific  experience  differentials  in  1991  among 
the  different  Medex  plans  and  found  that  the  experience  in  different  benefit  categories  varies 
significantiy  by  plan.   Based  on  its  adjustment  of  the  relativities  observed  in  the  1991  data  to 
reflect  the  expected  changes  in  enrollment  it  has  projected  for  the  rating  period,  BCBS  contends 
that  certain  Medex  plans  would  not  meet  the  loss  ratio  test  on  their  own  experience  if  present 
pooled  rating  techniques  were  continued.   BCBS  asserts  that  on  a  pooled  experience  basis,  even 
though  the  composite  loss  ratio  is  projected  to  be  .98,  for  three  of  its  products  —  Medex  Basic, 
Medex  Bronze  and  Medex  Core  —  BCBS  has  projected  loss  ratios  of  .47,  .61  and  .57, 
respectively.52  Therefore,  BCBS  argues,  it  would  collect  rates  from  subscribers  to  one  product 
to  pay  claims  of  subscribers  to  another  product,  and  not  have  funds  available  to  refund  to  the 
subscribers  if  that  first  product's  experience  failed  to  meet  the  loss  ratio  test 

While  I  do  not  agree  that  BCBS  has  demonstrated  that  OBRA  90  mandates  the  rating  of 
products  on  an  individual  basis,  I  agree  that  it  is  inequitable  to  require  some  BCBS  Medex  plans 
to  subsidize  other  Medex  plans  and  simultaneously  incur  liabilities  for  refunds  for  failure  to  meet 
the  loss  ratio  test.  Therefore  I  agree  with  BCBS  that  a  modification  of  the  former  method  of 
rating  products  on  a  pooled  basis  is  reasonable  for  this  rate  year  since  BCBS  has  demonstrated 
that  pooled  rating  this  year  may  create  such  a  risk.  However,  since  I  have  disapproved  BCBS1 


52  These  loss  ratios  depend  upon  the  acceptance  of  BCBS'  subscriber  forecast  (or  adverse  selection) 
calculation.  As  I  discuss  in  the  following  section,  however,  I  disapprove  BCBS  subscriber  forecast  as 
unreasonable.  Although  the  record  does  not  reflect  whether  these  products'  projected  loss  ratios  would  be 
inadequate  under  the  AG's  recommended  approach,  since  the  loss  ratios  projected  by  BCBS  are 
significantly  below  .65,  it  appears  likely  on  this  record,  that  the  change  in  the  subscriber  forecast  will  not 
remedy  the  low  loss  ratio  projections. 
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subscriber  forecast,  in  its  revised  filing,  BCBS  shall  submit  revised  projected  loss  ratios  for  each 
of  the  six  products  based  upon  a  subscriber  enrollment  forecast  consistent  with  my  decision. 

2.  BCBS'  Methodology  to  Derive  Contract  Relativities 

BCBS  states  that  it  adjusted  the  actual  relativities  observed  in  the  1991  experience  to 
reflect  the  expected  differences  projected  in  the  subscriber  forecast  for  enrollment  patterns  in  the 
rating  period.    However,  BCBS  states  that  strict  application  of  these  relativity  factors  to  the 
1993  rates  would  cause  substantial  disparate  impacts  on  present  Medex  subscribers,  noting  that 
Medex  Gold  subscribers  would  experience  a  substantial  increase,  while  Medex  Silver,  Basic, 
Bronze  and  Core  subscribers  would  experience  a  rate  decrease.    It  therefore  proposes  that  the 
contract  relativity  factors  be  implemented  over  a  three  year  period  to  ease  the  transitional  impact 
on  subscribers.  It  argues  that  the  proposed  rates,  adjusted  to  a  minimum  75  percent  expected 
loss  ratio,  mitigate  the  impact  of  the  implementation  of  these  relativity  factors.53 

3.  The  SRB's  Alternative  Recommendation 

The  SRB's  witness,  Mr.  Lonsdale,  recommended  that  BCBS  adopt  a  methodology  that 
bases  its  rate  projections  for  each  product  with  credible  experience  on  data  for  that  product, 
rather  than  pooling  experience  and  imposing  a  relativity  factor  based  on  plan  specific  experience. 
Under  his  recommendation,  BCBS  would  separately  rate  its  Medex  Gold,  Bronze  and  Standard 
products.  In  support  of  this  recommendation,  the  SRB  argues  that  the  relativity  factors  and 
subscriber  forecasts  for  credible  plans  should  be  based  on  the  actual  experience  of  those 
particular  plans.   Mr.  Lonsdale  prepared,  as  an  example,  alternate  projections  based  on  the 
disaggregated  data  concerning  inpatient  deductible  claim  incidence  for  Medex  Gold  and  Bronze, 


53  Although  in  its  filing  the  SRB  argued  that  the  three  year  transition  proposed  by  BCBS  would 
effectively  create  an  improper  contribution  to  BCBS  reserves  by  Medex  subscribers,  in  violation  of  G.L. 
c.  176A,  §  6  and  c.  176B,  §  4,  this  argument  was  not  raised  in  its  brief  and  is  therefore  waived. 
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and  stated  that  his  resulting  claim  incidence  was  10.7  percent  lower  for  Medex  Gold  and  10.1 
percent  higher  for  Medex  Bronze  than  figures  derived  by  BCBS  though  use  of  its  relativity 
factor.54 

As  BCBS  points  out,  although  Mr.  Lonsdale  recommended  separate  rating  by  product, 
only  three  of  the  six  Medex  products  have  sufficient  experience  to  permit  separate  rating. 
BCBS  argues  that  the  other  three  coverages  would  have  to  be  rated  by  means  of  judgmental 
factors  or  other  techniques  that  rely  upon  actuarial  discretion.  It  contends  that  adopting  a 
methodology  that  requires  the  rates  for  entire  product  categories  to  be  determined  through 
judgmental  factors  would  be  unproductive.55    However,  the  three  products  which  do  not  have 
credible  experience  are  rated  currently  by  use  of  judgmental  factors.  The  SRB  argues  that  its 
proposal  will  actually  reduce  the  number  of  products  subject  to  such  judgmental  ratemaking. 
Mr.  Lonsdale  believed  that  trending  experience  for  each  benefit  separately  captured  the  adverse 
selection  changes  in  contract  relativities. 

I  agree  with  BCBS  that  for  this  rate  year  it  does  not  make  sense  to  adopt  Mr.  Lonsdale's 
recommendation  to  trend  experience  for  Medex  Gold,  Bronze  and  Standard  separately,  although 
it  may  well  be  appropriate  to  do  so  at  some  future  time.  I  share  BCBS'  concerns  about  the 


54  This  disparity  in  the  Medex  Gold  and  Bronze  trends  for  the  inpatient  deductible  suggests  that  the 
incidence  trend  for  this  benefit  may  be  due  in  part  to  adverse  selection.  In  view  of  the  incidence  trend 
increase  I  am  approving  this  year,  the  divergence  in  the  Medex  Gold  and  Bronze  experience  raises  the 
question  of  whether  the  trend  is  based  on  increased  incidence  alone,  or  is  based  in  part  on  adverse 
selection.  Although  the  record  is  too  unclear  to  determine  whether  adverse  selection  is  being  double 
counted  through  use  of  the  adverse  selection  factor  and  the  inpatient  deductible  incidence  trend  this  year,  I 
expect  the  question  of  double  counting  adverse  selection  factors  to  be  addressed  in  any  discussion  of 
proposed  adverse  selection  factors  in  BCBS'  next  rate  filing. 

55  BCBS  also  argues  that  dividing  the  data  into  separate  regressions  leads  to  additional  work  in 
developing  at  least  three  times  as  many  schedules  for  a  filing.  It  also  claims  that  there  could  be  an 
increase  in  the  number  of  subcategories  of  benefits  that  could  not  be  projected  by  means  of  the  accepted 
regression  techniques.  Ms.  Lewis  testified  that  the  regression  model  for  Medex  Bronze  data  Mr. 
Lonsdale  used  failed  the  statistical  tests  used  in  the  filing  because  of  significant  autoregression  problems. 
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burden  of  multiple  filings,  and  the  risk  of  losing  credibility  in  the  data  by  disaggregation. 
However  I  am  also  mindful  that  Mr.  Lonsdale  testified  that  trending  experience  separately  by 
product  would  obviate  the  need  for  BCBS'  judgmental  assumptions  about  adverse  selection.  On 
this  record,  I  am  not  persuaded  that  separate  trending  would  completely  capture  the  effects  of 
adverse  selection.  Although  BCBS  suggests  that  the  work  of  the  Medigap  working  group  may 
lead  to  a  reduction  in  the  number  of  Medex  plans  available,  there  is  nothing  in  the  record  to 
suggest  that  this  will  happen.56   I  will  not  adopt  the  SRB's  recommendation  this  year.  I  would 
consider  the  SRB's  recommendation  more  persuasive  if  circumstances  changed  so  that  there 
were  fewer  products,  more  experience  for  all  products,  or  a  more  detailed  method  for  treating 
all  products. 

For  this  rate  year,  I  will  accept  the  proposal  by  BCBS  to  commence  a  phase-in  of  product 
specific  rates  derived  using  relativity  factors.  However,  my  acceptance  of  BCBS'  proposal  is 
based  on  its  demonstration  that  through  use  of  pooled  experience,  certain  plans  are  likely  to 
have  loss  ratios  below  the  65  percent  required  by  statute.  Therefore,  in  order  for  BCBS  to 
continue  the  phase-in  of  product  specific  rates,  it  must  demonstrate  in  a  future  rate  filing  that 
certain  Medex  products  probably  would  not  meet  statutory  loss  ratio  requirements  under  pooled 
rating. 

Mr.  Lonsdale  recommended  that  BCBS'  projections  rely  on  4  to  5  years  of  data  rather 
than  just  the  1991  data  used  by  BCBS.   The  SRB  contends  that  use  of  a  longer  trend  period 
produces  a  more  credible  data  series  than  that  achieved  by  BCBS  with  only  1991  data.   BCBS 
responds  that  the  five  years  of  data  Mr.  Lonsdale  recommends  using  would  include  data  prior  to 
the  repeal  of  the  MCCA,  and  therefore  prior  to  the  impact  of  adverse  selection  resulting 


56  BCBS'  proposal  to  reduce  the  number  of  products,  made  in  the  hearing  on  the  Division's  emergency 
regulation  21 1  CMR  68.00,  was  not  adopted  in  the  final  promulgation  of  that  regulation. 
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therefrom.    It  contends  that  use  of  older  data  would  not  capture  current  circumstances  or  take 
into  account  future  changes  that  will  affect  contract  relativities  in  the  future,  such  as  the 
expectation  of  additional  product  options  for  Medex  subscribers. 

The  SRB  maintains,  however,  that  BCBS'  regression  methodology  is  sophisticated  enough 
to  detect  significant  changes  in  the  underlying  data  series  and  adjust  for  them  accordingly.   Mr. 
Lonsdale  noted  that  in  dealing  with  inpatient  hospital  deductible  trends,  BCBS  omitted  the  1989 
data,  while  incorporating  into  its  calculation  data  both  prior  to  and  after  1989.   The  SRB  also 
argues  that  trending  over  a  longer  period  produces  an  adverse  selection  factor  below  the  level 
BCBS  derived. 

BCBS  contends  that  the  judgmental  assumptions  it  makes  about  the  conditions  expected 
in  the  rate  year  are  critical  to  the  calculation  and  that  the  subscriber  termination  history  from 
1985  to  1991  varied  depending  upon  the  unique  circumstances  applicable  to  each  of  those  years. 
While  I  agree  with  BCBS  that  it  may  be  important  not  to  rely  solely  on  the  historical  data,  I  am 
not  persuaded  that  it  is  reasonable  to  ignore  historical  data.  I  am  concerned  that  BCBS  did  not 
address  the  SRB's  suggestion  that  it  use  the  five-year  trend  and  address  the  1989  data  (which  it 
considers  aberrant)  through  regression  modeling.  However,  on  this  record,  I  will  not  find 
BCBS'  reluctance  to  use  historical  data  that  predated  the  MCCA  unreasonable.  BCBS  has, 
however,  contended  that  1990  and  1992  data  are  similar  to  the  1991  data.   Therefore,  its  reason 
to  ignore  the  1990  and  1992  data,  and  rely  solely  on  the  1991  data  is  unsupported.  Accordingly, 
to  the  extent  BCBS'  calculation  relies  solely  on  1991  data  rather  than  data  for  the  1990-1992 
period,  it  is  disapproved.  On  refiling,  I  would  accept  as  reasonable  a  calculation  that 
incorporated  the  1990-1992  data  and  was  based  on  regression  modeling  of  these  data.  As  the 
following  discussion  of  the  proposed  subscriber  enrollment  forecast  demonstrates,  I  do  not 
consider  BCBS'  projected  subscriber  enrollment  forecast  reasonable  for  the  purposes  of  the 
contract  relativity  factors.  I  would  accept  as  reasonable  in  a  revised  filing  a  factor  that  is 
consistent  with  the  recommendation  of  the  AG's  witness. 
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I.      BCBS'  Subscriber  Enrollment  Forecast  (Adverse  Selection)  ~  Contract 
Relativities  and  Prescription  Drugs 

In  this  year's  filing,  as  part  of  its  contract  relativity  calculation,  BCBS  projected  changes  in 
the  number  of  subscribers  enrolled  in  each  Medex  plan  to  project  the  relative  claims  experience 
of  each  plan  compared  to  the  composite  claims  experience.   BCBS  argues  that  since  the 
relationship  of  each  contract's  experience  to  the  pooled  experience  changes  over  time  as  the 
proportion  of  total  members  subscribing  to  each  product  changes,  it  is  necessary  to  adjust  the 
historical  experience  by  change  factors  based  on  the  estimated  changes  in  Medex  subscribers  in 
each  plan  and  the  historical  relationship  of  subscribers  who  change  or  terminate  coverage  to  the 
overall  coverage.    To  determine  the  adverse  selection  effect  for  the  rate  year,  BCBS  states  that 
it  developed  a  subscriber  forecast  for  enrollment  patterns  in  the  rating  period  and  projected  a 
significant  decline  in  the  total  number  of  enrolled  subscribers  in  the  rating  period.  BCBS  states 
that  it  took  that  forecast  into  account  in  adjusting  the  contract  relativity  factors.    According  to 
the  AG,  BCBS  has  projected  that  more  subscribers  will  terminate  in  1993  than  ever  before 
except  in  1990,  a  year  in  which  there  was  a  67  percent  Medex  rate  increase.  Mr.  DeWeese 
stated  that  as  a  percentage  of  enrollment  the  projected  number  of  terminations  is  the  highest 
ever. 

BCBS  also  developed  an  adverse  selection  factor  for  prescription  drugs  based  on 
enrollment  declines  and  data  from  the  contract  relativity  schedule.   BCBS  has  projected  a 
decline  in  the  size  of  the  prescription  drug  pool  by  over  40,000  subscribers  between  the 
experience  period  and  the  rating  period  and  has  applied  an  additional  adverse  selection  factor  of 
8.3  percent  to  the  prescription  drug  utilization  trend. 

Mr.  DeWeese  disagreed  with  the  magnitude  of  BCBS'  projected  enrollment  decline. 
Recommending  that  BCBS'  projected  decline  be  cut  by  one  third,  or  a  30  percent  reduction  in 
Medex  Gold  terminations,  he  presented  an  alternate  calculation  of  the  adverse  selection  factor 
for  prescription  drugs,  and  recommended  an  adverse  selection  trend  of  5  percent.  Mr.  DeWeese 
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did  not  actually  recalculate  the  contract  relativity  factors,  but  recommended  that  BCBS  make 
corresponding  adjustments  and  recalculate  the  factors  based  on  more  reasonable  subscriber 
forecasts.57  The  SRB's  objection  to  the  existence  of  an  adverse  selection  factor  was  based  on  its 
recommendation  that  the  products  be  trended  separately,  obviating  the  need  for  a  contract 
relativity  selection  factor,  and  based  on  a  longer  historical  data  series.58 

1.      BCBS'  subscriber  forecast 

BCBS  contends  that  its  forecast  was  developed  after  a  careful  analysis  of  a  number  of 
factors  which  it  claims  affect  subscriber  enrollment  levels:  the  rates  of  enrollment  of  new 
subscribers;  the  levels  of  coverage  selected  by  new  subscribers;  and  the  terminations  or 
downgrading  to  different  levels  of  coverage  by  current  subscribers.    BCBS  asserts  that  it 
provided  detailed  historical  enrollment  information  and  it  made  assumptions  about  the  following 
factors  it  claims  contribute  to  enrollment  changes:  recent  results  from  open  enrollment  periods; 
increased  enrollment  due  to  the  proposed  Risk  Pool  Improvement  Program;  reduced  new 
enrollment  and  increased  terminations  due  to  the  new  statewide  HMO  Blue  Senior  Plan;  changes 
in  the  Bay  State  Senior  Plan;  changes  in  termination  rates;  increased  enrollment  due  to 
marketing  initiatives;  and  increased  movement  from  Medex  Gold  to  other  Medex  products  due 
to  the  changes  in  the  relative  price  of  Medex  Gold  compared  to  other  Medex  products. 

BCBS'  projected  8.3  percent  adverse  selection  factor  for  prescription  drugs  is  based  on  an 
estimated  enrollment  decline  in  Medex  Gold  for  1993  of  14  percent  in  total  and  10  percent  in  the 
first  quarter  of  the  year.   According  to  Ms.  Lewis,  subscriber  enrollment  decline  as  a  function  of 


57  The  AG  also  argued  that  it  was  a  questionable  policy  to  increase  rates  based  on  adverse  selection 
factors  that  will  in  turn  lead  to  more  subscriber  terminations.    BCBS  argued  that  to  refuse  to 
acknowledge  the  rate  impact  of  a  phenomenon  that  its  own  witness  accepts  is  tantamount  to  arguing  for 
inadequate,  and  hence,  illegal,  rates  under  G.L.  c.  176A,  §  6  and  c.  176B,  §  4. 

58  The  SRB's  objections  to  BCBS'  proposed  contract  relativities  are  addressed  in  the  previous  section. 
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the  increase  in  rates  is  a  significant  factor.  She  stated  that,  based  on  data  from  1989,  1990  and 
1991,  BCBS  looked  at  the  rate  increase  relative  to  the  decline  in  enrollment  and  observed  that 
the  larger  the  rate  increase,  the  greater  the  enrollment  decline.  She  testified  that  more 
subscribers  terminate  coverage  in  the  first  quarter  after  a  rate  increase.59 

Ms.  Lewis  also  stated  that  the  number  of  subscribers  is  also  affected  by  other  influences  in 
the  marketplace,  claiming  that  subscribers  have  more  options  available  now  than  previously.  For 
this  reason,  she  stated  that  even  though  the  rate  increase  proposed  for  1993  is  not  as  high  as  it 
was  in  1990,  subscribers  might  have  more  of  a  tendency  to  leave  Medex  now  because  they  could 
select  other  plans  and  they  have  more  options  available  to  them  that  do  not  reduce  their  benefits 
as  much.60 

2.      Comparison  of  Projected  Enrollment  to  1990  and  1992 

Mr.  DeWeese's  primary  disagreement  with  BCBS'  projection  was  that  it  assumes  that  the 
decrease  in  subscribers  as  a  result  of  the  1993  rates  will  be  closer  to  the  decrease  that  occurred 
after  the  1990  decision,  than  to  the  decrease  following  the  1992  rates.    As  I  noted  earlier,  he 
stated  that  the  number  of  subscribers  BCBS  projects  will  leave  Medex  in  1993  is  higher  than  any 
previous  historical  decline  except  that  in  1990,  the  year  of  the  67  percent  rate  increase.  He  also 


59  The  AG  asserts  that  Ms.  Lewis  agreed  that  the  filing  showed  that  there  was  a  12.8  percent  decline  in 
subscribers  in  the  first  quarter  of  1990  after  the  67  percent  rate  increase;  a  1.5  percent  subscriber  decline 
after  the  5.9  percent  rate  increase  in  1991 ;  and  a  5.8  percent  decline  after  the  17.1  percent  rate  increase  in 
1992. 

60  However,  it  may  be  unlikely  that  current  subscribers  would  leave  Medex  for  other  coverages  because 
such  insurers  may  medically  underwrite  applications  after  the  initial  open  enrollment  period  available  to 
persons  who  are  within  six  months  of  Medicare  eligibility.  Therefore  many  existing  Medex  members  may 
be  unable  to  obtain  coverage  with  commercial  insurers  which  underwrite.  Additionally,  OBRA  90 
imposed  restrictions  on  the  types  of  Medigap  plans  which  HMOs  in  most  states,  including  Massachusetts, 
are  permitted  to  have. 
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notes  that  as  a  percentage  of  total  enrollment,  the  average  number  of  subscribers  terminating  per 
month  during  the  first  quarter  of  1993  is  projected  to  be  higher  than  it  was  in  1990. 

Mr.  DeWeese  disagreed  with  BCBS'  projected  subscriber  decline  in  plans  with  drug 
coverage.  Noting  that  BCBS  has  projected  a  10  percent  decline  in  Medex  Gold  members  in 
1993,  Mr.  DeWeese  stated  that  he  believed  BCBS  had  overstated  the  expected  decline  in  Medex 
Gold  enrollment  during  the  first  quarter  of  1993.  He  testified  that  BCBS'  forecast  was 
conservative  and  resulted  in  the  highest  expectation  of  rate  increase  due  to  adverse  selection. 
Mr.  DeWeese  stated  that  he  assumed  a  7  percent  decline  in  enrollment  over  the  first  quarter  of 
1993  rather  than  the  10  percent  estimated  by  BCBS.   He  testified  that  he  believed  that  the  rate 
increase  proposed  for  1993  is  closer  in  size  to  that  implemented  in  1992  than  it  is  to  the  67 
percent  increase  of  1990  following  the  repeal  of  the  MCCA,  and  therefore  might  be  likely  to 
result  in  a  decline  in  subscribers  much  closer  to  the  5.8  percent  decline  that  occurred  in  1992 
than  to  the  13  percent  decline  experienced  in  1990.   Although  the  model  Mr.  DeWeese 
presented  focused  on  the  change  in  terminations  of  Medex  coverage,  he  stated  that  he  based  his 
judgment  upon  an  evaluation  of  all  of  the  historical  data  and  factors  affecting  ultimate 
enrollment  figures  presented  by  BCBS  in  its  filing. 

BCBS  points  out  that  Ms.  Lewis  stated  that  there  is  not  a  directly  proportional 
relationship  between  rate  increases  and  terminations.  However,  although  Mr.  DeWeese  agreed 
with  Ms.  Lewis  that  the  larger  the  rate  increase,  the  more  subscribers  would  terminate  coverage, 
he  disagreed  with  her  view  that  rate  increases  above  28  or  30  percent  have  less  of  an  impact  on 
subscriber  terminations. 

BCBS  also  argued  that  the  1990  rate  increase  is  atypical  because  subscribers  would  have 
viewed  it  as  a  one-time  increase  caused  by  the  repeal  of  the  MCCA,  and  therefore  may  have 
been  less  likely  to  terminate  coverage.  Mr.  DeWeese  asserted  that  subscribers  could  view  the 
1993  increase  as  a  one-time  increase  caused  by  the  expansion  of  Part  B  benefits  under  OBRA 
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90.    BCBS  pointed  out,  however,  that  the  August  1992  rate  increase  approved  last  year 
reflected  that  increase  in  benefits. 

While  I  agree  with  BCBS  that  the  proposed  rate  increase  is  not  expressly  linked  to  an 
increase  in  benefits  as  was  the  1990  rate  increase,  a  portion  of  the  proposed  rate  increase  is 
attributed  to  the  expansion  of  Part  B  benefits.61  Additionally,  the  expansion  of  benefits  was 
effective  July  30  and  is  recent.  More  importantly,  however,  Ms.  Lewis  testified  that  subscribers 
make  decisions  on  whether  to  drop  coverage  based  on  affordability.  The  67  percent  increase  in 
1990  was  not  related  to  a  benefit  change  that  reduced  subscribers'  out  of  pocket  costs.  The 
1992  benefit  expansion,  however,  did  reduce  such  costs.  Therefore,  the  67  percent  increase  may 
have  had  a  more  dramatic  financial  impact  on  subscribers  than  the  increase  granted  last  year  and 
that  proposed  for  1993. 

I  am  not  persuaded  on  this  record  that  BCBS  has  demonstrated  that  the  decrease  in 
subscriber  enrollment  in  the  rate  year  will  be  comparable  to  the  subscriber  enrollment  changes  in 
1990.  I  am  not  persuaded  that  rate  increases  of  the  magnitude  of  the  67  percent  increase  in 
1990  do  not  have  an  inordinate  impact  on  subscriber  enrollment.  Ms.  Lewis'  testimony  and 
other  evidence  that  increases  above  28  or  30  percent  do  not  have  a  major  enrollment  impact 
were  not  convincing  on  this  record.  Similarly,  I  am  not  persuaded  by  BCBS'  contention  that 
subscribers  would  have  been  less  likely  to  terminate  coverage  on  the  assumption  that  the  67 
percent  rate  increase  was  a  one  time  event. 


61  BCBS  acknowledges  that  this  filing  includes  additional  proposed  rate  increases  based  on  the  expanded 
benefits  which  were  not  accounted  for  in  the  August  1992  increase,  such  as  the  induced  demand  factor, 
and  the  noncovered  services  factor. 
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3.      The  AG's  alternate  recommendation 

BCBS  criticizes  Mr.  DeWeese's  alternative  model  on  the  ground  that  it  is  simpler  than  that 
of  BCBS,  and  argues  that  Mr.  DeWeese'  recommendation  is  based  solely  on  judgment,  whereas 
BCBS  has  proposed  a  factor  based  on  eleven  pages  of  analysis.    I  agree,  however,  with  Mr. 
DeWeese,  that  both  he  and  BCBS  made  judgmental  decisions  based  upon  examination  of  the 
historical  data  presented  by  BCBS  in  its  filing. 

Mr.  DeWeese  stated  that  he  believed  that  the  Medex  Gold  enrollment  decline  for  the 
rating  period  would  be  closer  to  7  percent,  rather  than  the  10  percent  projected  by  BCBS. 
BCBS  objects  to  that  projection,  arguing  that  Mr.  DeWeese  did  not  quantify  the  basis  for  that 
recommendation,  but  only  stated  that  it  was  based  on  his  opinion  that  the  1993  rate  increase  was 
closer  to  the  1992  rate  increase  than  the  1990  rate  increase. 

BCBS  contends  that  Mr.  DeWeese's  recommendation  is  based  solely  on  expected  declines 
in  enrollment  resulting  from  a  rate  increase.  It  argues  that  he  failed  to  give  adequate  weight  to 
the  fact  that  fewer  new  subscribers  would  choose  Medex.  It  states  that  Mr.  DeWeese 
acknowledged  that  the  new  Medex  plans  and  the  availability  of  HMOs  would  have  an  effect  on 
enrollment  levels,  arguing  that  there  is  increased  competition  from  commercial  insurers  because 
of  the  implementation  of  OBRA  90  and  the  new  standardized  Medex  Core  product. 

BCBS  contends  that  the  number  of  BCBS'  commercial  competitors  seeking  approval  to 
write  Medigap  insurance  has  tripled  since  OBRA  90's  requirements  went  into  effect,  and  argues 
that  Medex  subscribers  will  have  many  more  options  than  they  have  had  in  the  past.62  It 
contends  that  Mr.  DeWeese  failed  to  take  this  into  account  in  making  his  projections.   Mr. 
DeWeese  stated  that  he  was  not  aware  of  a  significant  increase  in  competitors. 


62  I  note  the  SRB  counsel's  letter  submitted  December  30, 1992  revising  an  answer  to  a  record  request, 
and  include  those  changes  in  the  record. 
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I  am  unpersuaded  by  BCBS1  argument.  First,  the  fact  that  there  may  be  more  companies 
seeking  approval  of  policies  is  not  evidence  that  those  companies  will  obtain  approval  and  begin 
writing  Medigap  insurance  during  the  rate  year.  Second,  BCBS  has  not  taken  into  account  the 
fact  that  the  Division  received  authority  to  regulate  group  health  insurance  policies  only  as  of 
January  1, 1992.  See  G.L.  c.  175,  §  205.63  Therefore  insurers  which  marketed  group  Medigap 
policies  prior  to  that  time  were  not  required  to  file  policies  and  rates  with  the  Division  as  they 
are  now,  and  the  Division's  figures  of  commercial  companies  which  had  applied  for  authorization 
to  issue  Medigap  policies  would  not  tell  the  whole  story.  BCBS  has  not  demonstrated  on  this 
record  the  actual  difference  in  the  number  of  companies  marketing  Medigap  products  in  the  past 
and  at  present  More  importantly,  BCBS  has  not  demonstrated  that  the  availability  of  additional 
insurers  makes  it  more  likely  that  prospective  Medex  subscribers  will  go  elsewhere  for  coverage. 
Persons  eligible  for  Medigap  coverage  previously  have  had  the  opportunity  to  seek  alternate 
coverages.  Additionally,  the  new  Medex  Core  product  offers  substantially  less  coverage  at  a 
lower  premium  cost  than  the  other  products.  Based  on  the  record,  it  has  not  attracted  large 
numbers  of  subscribers.  Therefore,  on  this  record,  BCBS  has  not  demonstrated  that  the  option 
of  alternative  insurance  products  offered  by  commercial  competitors  significantly  undercuts  Mr. 
DeWeese's  testimony  in  this  regard. 

Moreover,  the  AG  points  out  that,  even  though  Mr.  DeWeese  did  not  explicitly  take  these 
factors  affecting  enrollment  into  account  in  his  calculation,  he  stated  he  reviewed  these  factors, 
and  stated  that  his  judgment  as  to  subscriber  enrollment  was  intended  to  account  not  only  for  the 
effect  of  rate  increases  but  other  factors  affecting  enrollment  such  as  other  Medex  plans,  HMOs 


63  Added  by  St.  1991,  c.  499,  §  19. 
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and  commercial  insurer  plans.64   I  therefore  disagree  with  BCBS  that  Mr.  DeWeese  has 
improperly  ignored  these  for  the  purposes  of  his  alternate  recommendation. 

Accordingly,  on  the  record  before  me,  BCBS  has  failed  to  demonstrate  that  its  subscriber 
forecast  is  reasonable.  BCBS  has  not  adequately  shown  that  the  subscriber  enrollment  changes 
to  occur  in  1993  are  more  comparable  to  those  in  1990  than  the  changes  which  occurred  in 
years  with  lower  rate  increases.  I  agree  with  Mr.  DeWeese  that  the  trend  should  more  closely 
approximate  that  of  1992,  in  which  the  rate  increase  is  closer  to  that  sought  by  BCBS  this  year. 
I  note,  in  addition,  that  the  SRB  has  pointed  out  that  BCBS  has  not  adjusted  its  proposed 
selection  factors  based  on  the  revised  filing,  which  contains  a  reduction  in  the  rate  request  based 
on  changes  in  prescription  drug  costs.  BCBS  has  not  addressed  in  its  amendment  the  effect  that 
such  a  reduction  in  those  costs  would  have  on  the  adverse  selection  factor  in  general  or  the 
decrease  in  subscribers  to  Medex  Gold,  one  of  the  products  to  benefit  from  the  reduction  in  drug 
costs.   Therefore  the  subscriber  forecast  adverse  selection  factors  in  the  contract  relativity  and 
prescription  drug  projections  are  disapproved.  I  would  accept  as  reasonable  in  a  revised  filing 
the  projection  made  by  Mr.  DeWeese  with  respect  to  the  prescription  drug  calculation,  and  a 
calculation  for  the  contract  relativities  projection  that  is  consistent  with  his  recommendation. 


64  Certain  circumstances,  such  as  the  proposed  Risk  Pool  Improvement  Program,  which  were  explicitly 
cited  by  BCBS  as  the  basis  for  assumptions  in  BCBS  projection,  contribute  to  positive  selection.  These 
were  not  explicitly  included  in  Mr.  DeWeese'  projection  either. 
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III.  NEW  PROGRAMS 


A.     Risk  Pool  Improvement  Program 

This  year  BCBS  has  proposed  a  Risk  Pool  Improvement  (RPI)  Program.  BCBS  states 
that  this  program  is  proposed  as  a  response  to  the  deterioration  of  the  Medex  direct  pay  risk 
pool  resulting  from  adverse  selection  over  the  last  several  years.  It  asserts  that  the  two-part  RPI 
program  is  intended  to  encourage  individuals  to  purchase  Medex  coverage  when  they  are  first 
eligible  and  to  encourage  them  to  purchase  at  that  time  the  level  of  coverage  they  would 
ultimately  need.  BCBS  anticipates  that,  to  the  extent  that  individuals  purchase  Medigap 
coverage  in  this  manner,  it  should  have  a  moderating  effect  on  increases  in  Medex  premium 
levels.   The  SRB  strongly  endorses  this  proposal.  The  AG,  although  not  opposed  to  the 
proposal  in  general,  raised  certain  particular  concerns  in  his  responsive  filing  but  did  not  pursue 
them  in  his  brief.65  For  the  reasons  that  follow,  the  RPI  program  is  approved,  with  certain 
qualifications. 

The  RPI  Program  includes  an  "Early  Enrollment  Discount,"  and  an  "Upgrade 
Disincentive."  The  early  enrollment  discount  is  a  temporary  reduction  in  rates  for  any  subscriber 
who  enrolls  in  Medex  when  first  eligible  for  Medigap  insurance.  The  upgrade  disincentive  is  a 
temporary  surcharge  to  be  paid  by  any  subscriber  who  changes  coverage  to  a  Medex  plan  that 
offers  more  benefits  than  the  Medigap  plan  under  which  that  person  was  previously  covered. 

1.      Early  Enrollment  Discount 

The  early  enrollment  discount  is  directed  at  prospective  Medex  subscribers.  BCBS 
proposes  a  three  year  discount  for  persons  who  enroll  in  Medex  when  first  eligible,  including 
subscribers  who  enroll  within  six  months  of  their  65th  birthday  and  subscribers  who  enroll  after 


65  The  AG's  objections  are  therefore  waived 
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age  65  and  have  been  covered  by  an  employer-sponsored  plan  until  the  time  of  enrollment66 
BCBS  anticipates  that  the  discount  will  encourage  individuals  with  better  experience  to 
subscribe,  thereby  improving  the  Medex  risk  pool.  BCBS  proposes  discounts  of  15,  10  and  5 
percent,  respectively,  for  each  of  the  three  years  in  which  the  discount  is  applicable.  To 
determine  these  discount  percentages,  it  states  that,  using  Medex  Gold  and  Bronze  experience,  it 
compared  the  actual  experience  of  first  eligible  enrollees  with  that  of  all  subscribers  in  1991,  and 
adjusted  the  actual  experience  of  first  eligible  enrollees  by  the  anticipated  better  experience  that 
members  obtaining  the  early  enrollment  discount  are  expected  to  have.  It  testified  that  it 
smoothed  the  resulting  percentages  of  12.5,  10.9  and  9.7,  respectively,  for  Gold  and  13.6, 10.3 
and  9.2,  respectively,  for  Bronze  to  the  proposed  discount  structure. 

2.      Upgrade  Disincentive 

The  upgrade  disincentive  is  directed  at  current  Medex  subscribers  who  may  become 
interested  in  increasing  their  Medex  coverage  from  a  less  comprehensive  to  a  richer  plan,  as  well 
as  new  members  who  switch  coverage  to  Medex  from  another  carrier's  plan  with  lower 
coverage.  For  the  upgrade  disincentive,  BCBS  proposes  a  surcharge  to  be  paid  by  any 
subscriber  who  enrolls  in  a  plan  unless:  1)  the  enrollee  is  newly  eligible  for  Medex;  or  2)  the 
enrollee  has  had  an  equal  or  higher  level  of  coverage  for  at  least  three  years  immediately  prior  to 
enrollment  (or  since  first  eligibility,  if  the  enrollee  has  been  covered  by  Medigap  coverage  for 
fewer  than  three  years).  The  surcharge  would  be  applicable  regardless  of  whether  the  previous 
coverage  was  provided  by  BCBS  or  another  insurer.  This  surcharge  is  intended  to  discourage 
subscribers  from  purchasing  lower  cost  coverage  and  changing  to  a  more  expensive  and 


66  BCBS  originally  proposed  that  subscribers  who  transfer  to  the  Medex  program  from  another  state's 
Blue  Cross  and  Blue  Shield  program  who  have  been  continuously  enrolled  in  a  Medigap  plan  be  also 
eligible  for  the  discount;  however,  during  the  course  of  the  proceeding,  BCBS  decided  not  to  recommend 
that  the  discount  be  extended  to  such  individuals. 
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comprehensive  benefit  plan  only  when  medical  needs  arise.  Rather,  BCBS  intends  to  encourage 
subscribers  to  select  and  begin  paying  premiums  at  the  time  they  originally  subscribe  to  the  plan 
with  the  level  of  coverage  they  ultimately  will  need.  Ms.  Lewis  testified  that: 

...  having  people  get  in  when  they're  first  eligible  with  their  better 
experience  and  phasing  their  discount  off  after  a  few  years  will 
allow  the  remainder  of  the  risk  pool  to  benefit  from  their  better 
experience  and  moderate  their  rates  and  will  require  the  upgraders 
who  are  shown  now  to  have  worse  experience  than  everyone  else 
to  bear  some  share  of  that  worse  experience  at  least  for  a  few 
years  and  have  some  deterrent  for  making  that  selection,  which 
will  also  eventually  lower  the  rates  for  everyone  else,  because 
we'll  have  that  extra  premium  from  those  people  and  hopefully 
less  upgrading. 

Tr.  8:33  (Lewis).     BCBS  proposes  to  implement  the  upgrade  disincentive  in  the  1994  rate 
year,  but  requests  approval  this  year  so  that  it  can  begin  marketing  and  public  education  efforts 
in  time  to  explain  the  benefits  and  aspects  of  the  program  to  prospective  subscribers.  BCBS 
states  that  it  also  chose  to  delay  the  implementation  of  the  surcharge  until  1994  so  that 
subscribers  would  have  the  opportunity  to  change  plans  during  one  last  open  enrollment  period, 
in  1993,  without  a  surcharge. 

To  determine  the  level  of  the  surcharge,  BCBS  states  that  it  removed  from  the  1991 
experience  the  effects  of  the  differences  in  the  age  distribution  of  the  upgraders  compared  to 
other  subscribers.   It  states  that  it  found  an  average  differential  of  10  percent  in  the  experience 
of  the  two  groups.  Making  an  assumption  that  there  would  be  an  additional  10  percent 
deterioration  in  the  experience  of  subscribers  who  upgrade  despite  the  surcharge,  BCBS 
therefore  proposes  surcharges  for  three  years  of  15,  10  and  5  percent,  respectively.    BCBS 
states  that  the  additional  premium  collected  from  upgraders  will  be  reflected  in  the  form  of  lower 
rates  for  all  other  subscribers. 

In  its  brief,  BCBS  addressed  the  differences  between  this  program  and  the  Early 
Enrollment  Inventive  Program  disapproved  last  year.  See  Decision  on  1992  Medex  Rates  at 
107-121.  I  am  satisfied  that  the  program  proposed  this  year  generally  avoids  the  problems  that 
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beset  last  year's  proposal.  For  example,  this  year,  BCBS'  program  adequately  identified  the 
individuals  who  would  be  subject  to  the  discount  and  the  surcharge.    I  find  on  this  record  that 
BCBS'  proposal  appears  to  have  avoided  the  use  of  age-rating  which  precluded  the  approval  of 
the  plan  proposed  last  year.  Decision  on  1992  Medex  Rates  at  1 14-1 17.  Additionally,  I  agree 
that  BCBS'  proposal  attempts  to  vary  the  surcharge  and  discount  based  on  the  length  of  time 
after  an  entrant  enrolls  in  Medex. 

On  this  record,  I  am  persuaded  that  BCBS  has  made  a  reasonable  effort  to  calculate  the 
base  rate,  to  determine  and  describe  the  subscriber  pool  from  which  the  base  rate  is  calculated 
and  to  calculate  the  surcharge  based  on  the  morbidity  differences  of  those  who  will  be 
surcharged.  I  am  mindful  that  BCBS'  surcharge  calculation  is  dependent  on  the  use  of  a 
judgmental  assumption  concerning  the  expected  experience  of  upgraders  once  the  program  is  in 
place.   As  BCBS  notes  in  its  brief,  its  program  does  not  address  the  requirement  that  there  be  a 
recalculation  of  the  surcharge  and  discount  from  time  to  time  as  experience  emerges  based  on 
the  projected  morbidity  differences  existing  between  the  different  subscriber  populations.  See 
Decision  on  1992  Medex  Rates  at  1 19.  BCBS  has  represented  in  its  brief,  however,  that  it  will 
review  the  recalculation  in  later  years  as  experience  under  the  RPI  plan  develops.    Therefore,  on 
this  record  and  based  on  the  representations  in  BCBS'  brief,  I  find  that  the  RPI  program  is 
reasonable  and  that  the  proposed  discounts  and  surcharges  are  not  unreasonable.  However,  I 
direct  BCBS  to  provide  in  its  future  rate  filings  after  implementation  of  the  RPI  program,  an 
evaluation  of  the  actual  experience  as  compared  to  the  estimated  differentials,  and  to  include 
proposals  for  any  changes  in  the  discounts  or  surcharges  that  would  be  reasonable  based  on 
actual  experience  as  it  emerges,  or  alternatively,  to  provide  reasons  why  no  proposals  for 
changes  are  offered.  BCBS  shall  include  in  its  next  rate  filing  a  description  of  its  efforts  in 
implementing  both  aspects  of  these  programs,  and  provide  any  data  that  are  available  concerning 
the  early  enrollment  program,  as  well  as  any  analysis  and  evaluation  of  the  reasonableness  of  the 
discounts  in  light  of  that  data,  if  possible.  This  report  should  describe  BCBS'  subscriber 
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education  efforts  regarding  the  upgrade  disincentive  and  the  availability  of  one  final  open 
enrollment  period  during  this  rate  year. 

B.     Subscriber  Billing 

This  year  the  SRB  proposes  that  BCBS  offer  subscribers  alternative  billing  options  for 
Medex  premiums  in  addition  to  the  quarterly  billing  cycle  currently  available.   The  SRB  argues 
that  the  quarterly  billing  cycle  presents  a  hardship  to  many  subscribers  who  are  limited  to  small 
fixed  incomes,  such  as  Social  Security  and/or  pension  income.  It  suggests  that  such  seniors  may 
find  it  easier  to  budget  a  smaller,  monthly  payment,  rather  than  a  quarterly  bill. 

The  SRB  therefore  requests  that  I  direct  BCBS  to  offer  alternative  payment  options 
commencing  January  1, 1993  or  as  soon  thereafter  as  is  administratively  feasible.  In  particular 
Mr.  Lonsdale  recommended  that  BCBS  offer  subscribers  the  choice  of  monthly,  quarterly,  semi- 
annual and  annual  payment  options,  noting  that  commercial  insurers  currently  offer  these 
options.   The  SRB  points  out  that  one  subscriber  publicly  testified  at  this  year's  hearing  in 
support  of  making  options  available  and  argues  that  since  competitors  offer  these  options,  it  is 
reasonable  to  conclude  that  there  is  a  strong  consumer  desire  for  such  options. 

BCBS  argues  that  while  the  SRB's  proposal  may  be  appropriate  for  further  study,  it  is  not 
relevant  to  the  standards  set  forth  in  G.L.  c.  176A,  §§  6  and  10  and  c.  176B,  §  4  for  review  of 
its  filed  rate  request.  It  notes  that  Mr.  Lonsdale  agreed  that  he  was  not  suggesting  the  program 
change  is  a  basis  for  disapproval  of  the  filed  rates.   BCBS  contends  further  that  the  SRB's 
proposal  raises  questions  which  have  not  been  answered.  It  states  that  monthly  billing  would 
involve  additional  costs,  both  in  generating  and  collecting  the  monthly  billings,  and  in  reducing 
the  length  of  time  funds  are  available  to  generate  investment  income  credits.   BCBS  also  asserts 
that  additional  testing  of  the  Medex  billing  system  would  be  necessary  to  determine  its  capacity 


Decision  on  1 993  Medex  Rates  Page  89 

DOI  Docket  No.  G92-28 

for  monthly  billing.    For  these  reasons,  BCBS  argues  that  these  issues  should  be  subject  to 
further  study  and  report,  perhaps  outside  the  hearing  process.67 

The  SRB  responded  that  a  portion  of  the  additional  administrative  costs  associated  with 
more  frequent  billings  could  be  offset  by  earlier  receipt  of  funds  from  subscribers  who  opt  to  pay 
premiums  on  an  annual  or  semi-annual  basis.  It  points  out  that  Mr.  Lonsdale  suggested  that 
BCBS  could  avoid  additional  administrative  expenses  by  adopting  automatic  checking  account 
withdrawal  payment    It  may  also  be  that  administrative  costs  could  decrease  if  many 
subscribers  select  annual  or  semi-annual  billing.  The  SRB  also  points  out  that  any  reduction  in 
the  investment  income  credit  caused  by  the  addition  of  new  payment  options  inures  to  the 
benefit  of  the  subscribers  who  elect  to  keep  their  money  longer  before  paying  premiums. 

I  credit  BCBS'  argument  that  the  failure  to  include  such  a  proposal  is  not  a  reason  to 
disapprove  the  rate  filing  this  year.  However,  the  question  whether  it  is  reasonable  for  BCBS  to 
offer  a  billing  cycle  that  presents  a  financial  hardship  to  many  subscribers,  rather  than 
alternatives  that  might  alleviate  such  hardships  is  related  to  the  question  of  the  reasonableness  of 
the  rates  for  the  benefits  that  are  offered.  On  this  record,  BCBS  appears  to  be  the  only  Medigap 
insurer  which  does  not  offer  these  alternatives.  Mr.  Steven  Tringale  of  BCBS  stated  in  his 
public  testimony  on  behalf  of  the  filing  that  36  percent  of  all  elderly  Massachusetts  residents 
have  annual  incomes  of  less  than  $  10,000.    As  the  insurer  of  last  resort,  BCBS  has  an 
obligation  reasonably  to  consider  programs  that  enable  Medex  to  become  more  affordable  to  its 
members. 

On  this  record,  there  is  insufficient  evidence  for  me  to  determine  the  costs  of  implementing 
alternative  billing  programs.  The  filing  does  not  contain  estimates  of  additional  administrative 


67  In  its  filing  the  SRB  also  proposed  that  BCBS  adopt  geographical  rating.  The  SRB  did  not  pursue 
this  point  in  its  brief  and  it  is  therefore  waived. 
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expenses  or  savings,  or  estimates  of  the  changes  to  the  investment  income  credit  resulting  from 
billing  changes.  Additionally,  BCBS  stated  that  its  billing  system  must  be  tested  to  determine  its 
capacity  for  monthly  billing.  Without  that  information,  I  am  unable  to  determine  whether  such  a 
program  would  be  reasonable.  Accordingly,  the  SRB's  request  that  I  order  BCBS  to  implement 
a  program  this  year  is  denied. 

However,  I  believe  that  such  a  program  should  be  seriously  considered  no  later  than  in  the 
context  of  BCBS'  next  Medex  rate  filing  and  that  all  information  concerning  the  financial  costs 
and  advantages  of  such  a  program  should  be  evaluated.  Accordingly,  I  direct  BCBS  to  evaluate 
the  possibility  of  implementing  alternatives  to  the  quarterly  billing  cycle,  and  to  present  a 
proposal  for  such  alternatives  no  later  than  its  next  rate  filing.  I  encourage  BCBS  to  meet  with 
the  Division,  the  SRB  and  the  AG  after  the  issuance  of  this  decision  to  discuss  the  possibility  of 
implementing  such  a  program  sometime  during  this  rate  year.  In  the  event  BCBS  determines 
that  it  would  not  recommend  such  a  proposal  in  light  of  the  costs,  BCBS  is  directed  to  include  in 
its  filing  information  concerning  the  method  and  the  costs  of  implementing  such  a  program, 
including  the  administrative  costs  of  instituting  monthly,  semi-annual  and  annual  billing;  the 
costs  of  instituting  automatic  bank  account  withdrawals;  the  ability  of  BCBS  billing  system  to 
implement  these  changes;  the  effect  on  investment  income  of  the  different  billing  alternatives;  the 
impact,  if  any,  on  subscriber  enrollment;  and  any  other  factors  that  may  have  a  positive  or 
adverse  effect  on  the  cost  of  implementing  such  a  program. 
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IV.  COST  CONTAINMENT 


A.     Introduction 

Under  Chapter  199  of  the  Acts  of  1984,  G.L.  c.  176A,  §§  6  and  10  and  G.L.  c.  176B,  §  4, 
Medex  rates  cannot  be  approved  unless  BCBS'  utilization  review  and  cost  containment  activities 
for  Medex  members  are  found  to  be  acceptable.  The  burden  is  on  BCBS  to  make  an  affirmative 
showing  on  which  to  base  such  a  finding. 

Prior  Medex  and  nongroup  rate  decisions  by  the  Division  have  developed  standards 
applicable  to  this  determination.  Although  BCBS  is  not  expected  to  adopt  every  conceivable 
cost  containment  measure,  the  soundness,  scope,  and  adequacy  of  BCBS'  activities  must  be 
judged  and  the  specific  techniques  used  by  BCBS  must  be  found  acceptable  to  prevent 
reimbursement  for  inappropriate  services.  In  the  Decision  on  1985  Nongroup  Rates,  the 
Commissioner  described  the  Chapter  199  standard: 

The  standard  of  acceptability  requires  that  I  judge  the  soundness, 
scope  and  adequacy  of  BC/BS  utilization  review  and  cost 
containment  activities.  It  is  not  sufficient  that  BC/BS  demonstrate 
that  their  programs  have  had  or  will  have  an  impact  on  preventing 
reimbursement  for  unnecessary  medical  care.  I  must  also  find 
acceptable  the  specific  techniques  being  used  by  BC/BS  to 
prevent  reimbursement  for  inappropriate  services.  Some 
techniques  would  be  clearly  unacceptable  ....  To  meet  the 
standard  of  acceptability,  the  utilization  review  and  cost 
containment  techniques  used  by  BC/BS  must  result  in  genuine 
cost  containment  and  not  simply  cost  transfer. 

The  acceptability  of  BC/BS  programs  must  also  be  judged  by 
looking  at  both  the  extent  of  reimbursement  of  unnecessary 
services  and  the  range  of  available  utilization  review  and  cost 
containment  techniques.  The  scope  and  results  of  BCBS 
programs  must  be  measured  against  the  opportunities  which  exist 
for  improvement 

Decision  on  1985  Nongroup  Rates  at  3-4.  In  the  Decision  on  1984  Medex  Rates,  the 
Commissioner  noted  that,  "[wjhile  BC/BS  cannot  be  expected  to  adopt  every  conceivable  cost 
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containment  measure,  Medex  subscribers  have  a  right  to  expect  that  every  reasonable  effort  will 
be  made  on  their  behalf."  Id.  at  5  (2d  printing). 

Chapter  199  requires  that  cost  containment  and  utilization  review  programs  of  BCBS  be 
judged  not  only  for  their  impact  on  the  cost  of  health  care,  but  also  on  their  soundness,  scope 
and  adequacy.  Although  Chapter  199  does  not  permit  me  to  dictate  specific  features  of  BCBS' 
cost  containment  programs,  the  appropriateness  of  the  cost  containment  program  bears  directly 
on  the  question  of  the  reasonableness  of  the  rates.  In  determining  acceptability,  my  review  of 
the  scope  and  results  of  BCBS'  cost  containment  and  utilization  review  programs  must  be 
measured  against  the  opportunities  which  exist  for  improvement  and  the  range  of  available 
techniques.  For  example,  BCBS  is  expected  to  be  familiar  with  industry  utilization  review  and 
cost  containment  standards  and  practices.  Over  time,  BCBS  is  expected  to  implement  new 
programs  and  improve  existing  ones.  Although  I  will  recognize  the  existence  of  demonstrated 
constraints  which  may  limit  its  activities,  BCBS  is  expected  to  make  a  timely  and  reasonable 
effort  to  eliminate  such  impediments.  BCBS  is  expected  to  examine  changes  in  utilization 
patterns,  health  care  costs,  and  its  cost  containment  programs  in  an  effort  to  modify  its  programs 
to  develop  means  of  containing  costs. 

The  AG  contends  that  the  rate  request  should  be  denied  on  the  ground  that  its  cost 
containment  efforts  are  inadequate.  He  specifically  criticizes  BCBS'  cost  containment  with 
regard  to  OPD  services,  pure  Medex  days,  and  prospective  and  concurrent  drug  utilization 
review.  Both  Intervenors  challenge  the  adequacy  of  BCBS'  cost  containment  in  implementing 
Chapter  495.  The  SRB  does  not  recommend  that  the  rate  filing  be  disapproved  in  its  entirety  on 
cost  containment  grounds;  rather  it  contends  that  BCBS'  inadequate  cost  containment  in 
implementing  Chapter  495  of  the  Acts  of  1991  require  that  a  normative  decrement  to  the  rate  be 
imposed. 

For  the  reasons  set  forth  below,  I  find  that  in  general  BCBS'  cost  containment  and 
utilization  review  activities  are  adequate  to  satisfy  its  Chapter  199  obligations  with  respect  to 
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this  filing  this  year.  I  also  conclude,  on  the  record  presented,  that  BCBS'  implementation  of 
Chapter  495  so  far  is  not  so  inadequate  as  to  warrant  a  finding  that  the  proposed  OPD 
coinsurance  or  pure  Medex  day  cost  trends  are  excessive  this  year.  The  Intervenors  have  raised, 
however,  certain  legitimate  concerns  regarding  BCBS'  cost  containment  activities  and  utilization 
review  programs  which  I  expect  BCBS  to  address  in  its  next  rate  filing.  I  expect  that  BCBS  will 
include  in  its  next  rate  filing  a  discussion  of  the  status  of  these  efforts. 

B.     BCBS'  Implementation  of  Chapter  495 

1.      BCBS'  New  Hospital  Contract  Negotiations 

Both  Intervenors  argue  that  BCBS  has  failed  to  meet  its  obligations  under  Chapter  199  in 
its  implementation  of  the  new  hospital  financing  legislation.  The  SRB  notes  Mr.  Lonsdale's 
testimony  that  prior  to  the  passage  of  Chapter  495,  BCBS  has  asserted  it  would  be  able  to  reap 
benefits  by  reducing  costs  through  its  ability  to  negotiate  individually  with  hospitals.   The  SRB 
argues  that  with  its  market  share  BCBS  is  in  a  position  to  take  advantage  of  its  new  negotiating 
freedom  to  obtain  financially  advantageous  contracts.   Both  Intervenors  contend  that  in 
negotiating  its  acute  hospital  contracts,  which  would  cover  outpatient  department  coinsurance 
and  pure  Medex  day  benefits,  BCBS  has  not  acted  aggressively  enough.68 

As  the  Intervenors  point  out,  under  G.L.  c.  176 A,  §  6  and  c.  176B,  §  4,  BCBS  has  the 
burden  of  demonstrating  that  its  cost  containment  effort  in  this  regard  is  acceptable  and  has  or  is 
expected  to  have  a  demonstrated  impact  on  its  ability  to  prevent  reimbursement  of  medically 
unnecessary  services.  Citing  the  Decision  on  1985  Nongroup  Rates  at  4,  the  SRB  argues  that 


68  BCBS  does  not  dispute  that  it  supported  the  enactment  of  Chapter  495.   It  has  not  rebutted  Mr. 
Lonsdale's  testimony  that  it  expected  the  ability  to  contract  individually  with  hospitals  to  produce 
financial  savings.  See  also  Decision  on  1992  Nongroup  Rates. 
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BCBS'  subscribers  have  the  right  to  expect  that  every  reasonable  effort  will  be  made  on  their 
behalf,  including  the  negotiation  of  the  best  possible  hospital  reimbursement  rates. 

I  have  addressed  above  in  the  discussion  of  the  OPD  coinsurance  cost  trend  the  parties' 
arguments  concerning  the  issue  of  conducting  selective  contracting  with  acute  care  hospitals, 
and  the  impacts  of  BCBS'  market  share  and  the  OBRA  90's  restrictions  on  BCBS'  power  to 
negotiate  with  hospitals  and  need  not  repeat  them  here. 

2.      Effect  of  Finding  of  Unacceptable  Cost  Containment  Programs  on  the 
Reasonableness  of  Proposed  Rates 

The  AG  argues  that  BCBS'  failure  to  obtain  better  terms  in  negotiations  should  preclude  it 
from  obtaining  a  rate  increase  this  year.    Although  the  SRB  does  not  recommend  that  I  render  a 
negative  cost  containment  finding,  it  recommends  that  I  make  a  normative  rate  adjustment  on 
the  basis  that  claim  payments  are  excessive  as  a  result  of  BCBS'  failure  to  exercise  adequate  cost 
containment  efforts.  In  support,  the  SRB  cites  Massachusetts  Automobile  Rating  and  Accident 
Prevention  Bureau  v.  Commissioner  of  Insurance,  401  Mass.  282,  298-300  (1987)  (the  MARB 
decision),  which  held  that  the  Commissioner  should  make  a  normative  adjustment  to  motor 
vehicle  rates  if  she  finds,  based  on  substantial  evidence,  that  claim  payments  are  excessive  and 
that  the  excess  is  due  to  the  failure  of  the  insurer  to  exercise  adequate  controls.  Id.  at  299.   The 
SRB  contends  that  a  normative  rate  adjustment  is  appropriate  in  the  review  of  Medex  rates.  It 
also  contends  that  in  my  discretion,  I  should  calculate  a  normative  rate  decrement  separately 
from,  and  in  addition  to,  the  incremental  OPD  pure  premium  cost  adjustment  recommended  by 
the  SRB,  citing  the  MARB  decision  at  298-300.69 


69  Although  Mr.  Lonsdale  stated  in  the  SRB's  responsive  filing  that  both  OPD  coinsurance  and  pure 
Medex  days  are  affected  by  BCBS'  authority  to  negotiate  individual  contracts  with  hospitals,  in  its  briefs, 
the  SRB  has  not  argued  for  a  rate  decrement  specific  to  pure  Medex  days.  Rather,  it  argues  only  that  I 
should  impose  a  decrement  over  and  above  a  freeze  on  the  cost  trend  for  OPD  services. 
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The  purpose  of  ruling  on  the  reasonableness  of  such  an  adjustment  would  be  to  determine 
the  reasonable  reduction  in  the  rate  level  proposed  to  derive  the  rate  level  BCBS  should  have 
been  able  to  achieve  had  it  effective  utilization  review  and  cost  containment  programs  in  place, 
and  had  it  applied  appropriate  resulting  savings  to  the  rates.  Under  Chapter  199,  the 
Commissioner  may  only  grant  a  requested  rate  increase  if  she  determines  that  BCBS1  utilization 
review  and  other  programs  to  eliminate  reimbursement  for  medically  unnecessary  services  are 
adequate.  G.L.  c.  176A,  §  6,  c.  176B,  §  4.  Conversely,  in  the  past  if  a  commissioner  found 
BCBS1  cost  containment  programs  to  be  inadequate,  he  denied  the  requested  rate  increase  in  its 
entirety.  See,  e.g.,  Decision  on  1985  Nongroup  Rates  at  2,  63. 

First,  BCBS  argues  that  the  SRB  failed  to  raise  the  issue  of  a  rate  decrement  in  its 
responsive  filing.    BCBS  argues  further  that  the  Commissioner  has  no  authority  to  adjust  rates 
for  any  reason.  It  contends  that  Chapter  199  only  authorizes  the  Commissioner  to  make  a 
finding  that  BCBS  has  programs  to  prevent  reimbursement  for  services  which  are  not  medically 
necessary,  and  argues  that,  in  accordance  with  G.L.  c.  176A,  §  6  and  G.  L.  c.  176B,  §  4,  the 
Commissioner  may  only  approve  or  disapprove  BCBS1  rates  as  filed.  Citing  Massachusetts 
Association  of  Older  Americans,  Inc.  v.  Commissioner  of  Insurance,  393  Mass.  404,  409 
(1984),  BCBS  contrasts  these  statutes  with  G.L.  c.  175,  §  113B,  which  grants  the 
Commissioner  authority  to  fix  and  establish  automobile  insurance  rates.  It  argues  that  the  SRB 
is  seeking  to  have  the  Commissioner  fix  Medex  rates.  Citing  Massachusetts  Medical  Service  v. 
Commissioner  of  Insurance,  344  Mass.  335,  339  (1962),  BCBS  asserts  that  the  Commissioner 
has  no  legal  authority  to  do  so. 

BCBS  contends  further  that  even  if  the  Commissioner  were  to  find  legal  authority  to 
adjust  the  rates  based  on  additional  savings  that  should  have  been  realized,  there  is  no  evidence 
in  the  record  to  suggest  what  specific  additional  utilization  review  savings  should  have  been 
achieved.  It  argues,  therefore,  that  there  is  no  basis  in  the  record  for  quantifying  potential 
utilization  review  savings. 
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I  conclude,  however,  that  it  is  appropriate  to  review  and  evaluate  BCBS'  cost  containment 
efforts  relating  to  particular  benefit  categories  in  considering  the  reasonableness  of  a  proposed 
rate  for  that  benefit.  Although  the  SRB  did  not  raise  this  issue  in  its  filing,  the  Commissioner's 
statutory  obligation  to  make  a  Chapter  199  finding  and  to  disapprove  rates  that  are  excessive  or 
otherwise  unreasonable  permits  me  to  consider  this  issue. 

In  particular,  if  BCBS  should  have  been  able  to  achieve  savings,  but  has  not  done  so,  or 
has  not  included  such  savings  in  the  rates,  that  element  of  savings  may  reflect  the  amount  by 
which  BCBS'  proposal  exceeds  the  range  of  reasonableness  and  is  therefore  excessive.  Such 
evidence,  would,  therefore  be  indicative  of  the  reasonableness  of  BCBS'  rate  calculation  for  a 
particular  benefit  category.  Although  the  Commissioner  may  not  fix  rates,  she  is  required  to 
disapprove  rates  that  are  excessive.  The  relevance  or  probative  value  of  such  evidence  is  a 
legitimate  issue  in  these  proceedings.70 

Furthermore,  a  finding  that  BCBS1  cost  containment  programs  in  a  particular  benefit 
category  are  inadequate  may  warrant  a  decision  to  disapprove  the  portion  of  the  rate  request 
attributable  to  that  benefit.  Nothing  in  Chapter  199  precludes  such  a  finding.  Moreover,  a 
determination  to  disapprove  an  increase  in  the  premium  proposed  for  a  particular  benefit 
category  rather  than  the  entire  product  serves  a  more  realistic  purpose  in  assuring  that  rates  be 
neither  inadequate  nor  excessive.  A  disapproval  of  the  rates  on  this  basis  would  permit  the 
subsequent  approval  on  refiling  of  a  proposed  rate  without  the  disapproved  increase  for  the 


70  In  the  past,  commissioners  have  found  BCBS'  cost  containment  programs  in  general  to  be 
unacceptable  and  have  disapproved  rate  requests  on  that  basis.  However,  now  that  BCBS  has  a  wider 
range  of  cost  containment  programs  in  place,  it  is  less  likely  that  BCBS'  program  as  a  whole  will  be 
disapproved.  Nevertheless,  there  may  be  particular  areas  in  which  BCBS  should  be  more  vigilant.  It  is 
appropriate  that  reasonable  cost  containment  savings  be  attributed  to  BCBS'  programs  or  benefit 
categories  in  determining  the  level  of  reasonableness  at  which  a  proposed  rate  could  be  approved,  whether 
BCBS  has  proposed  those  savings  or  not 
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particular  benefit  category,  but  in  accordance  with  a  rate  level  which  the  Commissioner  has 
found  to  be  reasonable.  Therefore  the  goals  of  approving  reasonable  rates  that  are  not 
excessive,  and  affording  BCBS  reasonable  rate  increases  that  are  not  inadequate,  while  not 
forcing  subscribers  to  bear  the  burden  of  inadequate  cost  containment,  are  all  met 

With  respect  to  pure  Medex  days  and  OPD  coinsurance,  I  have  already  concluded  that 
BCBS'  proposed  rates  are  within  the  range  of  reasonableness.  I  note  that  BCBS1  selection  of  the 
Medicare  cost  trend  as  a  proxy  this  year  is  a  reflection  of  anticipated  improved  trends  based  on 
its  increased  contracting  freedom  under  Chapter  495.  I  cannot  find  that  BCBS'  failure  to  obtain 
discounts  from  hospitals  for  OPD  coinsurance  services  until  this  year  demonstrates  that  its  cost 
containment  efforts  this  year  are  inadequate. 

However,  I  am  concerned  that  BCBS  is  now  expressing  doubts  that  the  expanded 
bargaining  power  under  Chapter  495  which  it  favored  will  withstand  hospitals'  demands  for 
higher  charges.   I  share  the  SRB's  concern  that  BCBS'  failure  to  take  a  more  aggressive  posture 
with  hospitals  may  have  impaired  its  ability  to  obtain  the  most  advantageous  contracts, 
particularly  in  light  of  its  clout  in  the  Massachusetts  market.  BCBS1  new  freedom  to  negotiate 
contracts  does  not  require  that  I  find  the  resulting  cost  projections  to  be  reasonable. 

BCBS'  estimated  savings  in  OPD  costs  which  it  attributes  to  its  new  ability  to  contract 
with  hospitals  under  Chapter  495.   It  also  contends  that  it  was  unable  to  quantify  savings  related 
to  controls  on  higher  charge  trends  for  OPD  costs  and  lower  rates  of  increase  in  inpatient  cost 
per  day  for  pure  Medex  days.  On  this  record,  I  will  not  find  that  BCBS'  lack  of  an  adjustment  to 
its  proposed  rates  on  this  basis  renders  its  rates  excessive. 

Although  BCBS  may  not  be  using  its  new  power  in  negotiating  with  hospitals  to  the 
fullest  extent,  I  cannot  find  a  basis  on  this  record  to  determine  that  its  cost  containment  efforts 
are  so  inadequate  as  to  find  that  the  OPD  coinsurance  cost  trend  or  the  pure  Medex  day  cost 
trend  is  excessive  or  unreasonable. 


Decision  on  1 993  Medex  Rates  Page  98 

DOI  Docket  No.  G92-28 


C.     Utilization  Review  of  Outpatient  Services 

This  year  the  AG  contends  that  the  scope  of  BCBS'  utilization  review  of  outpatient 
services  is  inadequate  and  violates  Chapter  199.  He  criticizes  BCBS'  failure  to  implement  its 
own  review  of  the  formerly  so-called  non-covered  services.  These  newly  covered  services 
include  office  visits,  durable  medical  equipment  and  ambulance  services.   In  particular,  the  AG 
condemns  BCBS'  failure  to  implement  a  specific  utilization  review  program  for  durable  medical 
equipment  (DME)  claims.  Additionally  he  argues  that  BCBS1  review  of  OPD  claims  is 
inadequate.    While  on  this  record  I  will  not  find  that  BCBS  cost  containment  efforts  in  this  area 
are  inadequate,  my  decision  incorporates  certain  directives  to  BCBS  for  further  cost 
containment  activity. 

1.      Newly  Covered  Services 

BCBS  responds  that  its  cost  containment  efforts  are  reasonable.  With  respect  to  the 
newly-covered  services,  BCBS  argues  that  the  AG  misunderstands  the  nature  of  these  services, 
the  limited  Medex  coinsurance  and  the  practical  constraints  on  implementing  a  cost-effective 
review.   It  points  out  that  for  most  of  these  services,  BCBS  is  responsible  for  only  a  20  percent 
coinsurance  payment71    Dr.  David  Maltz,  BCBS1  Medical  Director,  testified  that  since 
Medicare  provides  primary  coverage  for  these  services,  and  does  not  permit  BCBS  to  deny 
claims  that  Medicare  has  already  paid,  it  is  not  cost-effective  for  BCBS  to  conduct  its  own 
utilization  review  of  these  services.    BCBS  points  out  that  to  do  so  would  require  BCBS  to 
conduct  such  reviews  prior  to  Medicare's  determination  and  convey  the  information  to  Medicare 
in  order  for  it  to  deny  the  claim  in  the  first  instance.  BCBS  states  that  since  its  average  cost  per 
OPD  claim  is  $44.40,  it  would  require  a  high  claim  denial  rate  for  any  review  to  be  cost- 


71  The  exception,  outpatient  psychiatric  services,  is  subject  to  a  50  percent  BCBS  coinsurance.  As  noted 
later,  BCBS  intends  to  conduct  a  retrospective  audit  in  1993  covering  claims  for  these  services. 
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effective.  As  an  example,  Dr.  Maltz  pointed  out  that  for  a  $30  or  $40  office  visit,  BCBS' 
liability  would  only  be  $6  or  $8.  He  stated  that  since  it  costs  at  least  $2  to  review  an  individual 
chart,  BCBS  would  have  to  achieve  a  25  percent  denial  rate  to  break  even  in  reviewing  such 
office  visits.    BCBS  states  further  that  for  office  visits,  setting  review  standards  is  particularly 
difficult  because  the  fact  that  no  treatment  was  prescribed  does  not  mean  that  the  visit  was 
medically  unnecessary.    Dr.  Maltz  did  point  out  that  HCFA  is  in  the  process  of  developing  a 
more  focused  prepayment  medical  review  program  to  replace  the  prepayment  screens  formerly 
in  place.  He  also  stated  that  Medicare  has  retained  certain  on-line  system  edits  to  reject 
inappropriate  claims  while  the  focused  review  program  is  being  developed. 

On  this  record,  I  conclude  that  it  is  reasonable  for  BCBS  to  refrain  from  establishing  its 
own  review  of  office  visits  subject  to  a  20  percent  coinsurance  and  to  continue  to  piggyback  on 
the  review  being  conducted  by  Medicare,  particularly  in  light  of  Medicare's  plan  to  develop  a 
new  focused  review  program.  It  makes  sense  to  evaluate  the  necessity  for  additional  review 
after  that  program  has  been  implemented.  However,  I  direct  BCBS  to  monitor  the  claims  in  this 
area  to  determine  whether  in  the  future  some  type  of  retrospective  review  program  or  another 
program  may  become  cost-effective  and  report  on  such  an  evaluation  in  its  next  rate  filing. 

2.      Outpatient  Psychiatric  Services 

By  contrast,  BCBS  has  decided  to  institute  a  retrospective  audit  of  outpatient  psychiatric 
services  in  1993.  It  has  projected  no  savings  for  this  program,  but  states  that  it  intends  to 
develop  information  to  determine  whether  a  cost-effective  utilization  review  program  can  be 
developed  to  focus  provider  education  and  monitor  utilization.  In  explaining  why  BCBS  has 
selected  this  area  for  implementing  a  program,  Dr.  Maltz  distinguished  these  services  from  other 
newly  covered  services  on  the  grounds  that:  1)  BCBS'  coinsurance  responsibility  for  these 
services  is  50  percent  rather  than  20  percent;  2)  Medicare  and  Medex  liability  are  not  subject  to 
any  dollar  maximum;  and  3)  these  claims  tend  to  be  repetitive  and  denial  of  one  claim  can 
prevent  other  similar  claims.   It  therefore  argues  that  Medex  faces  significantly  increased 
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liability  for  these  services.    I  agree  that  it  is  reasonable  for  BCBS  to  explore  a  review  of 
outpatient  psychiatric  services. 

3.      Durable  Medical  Equipment 

With  regard  to  durable  medical  equipment  (DME),  BCBS'  explanation  for  its  inaction  is 
less  persuasive.  It  points  out  that  HCFA  made  a  request  for  proposal  (RFP)  for  DME  claims 
processing  and  utilization  review  which  was  outstanding  at  the  time  Dr.  Maltz  testified  during 
the  hearing.  Dr.  Maltz  stated  that  BCBS  had  responded  to  HCFA's  RFP  and  hoped  that  it 
would  be  selected  to  perform  the  DME  review  for  Medicare;  otherwise  it  would  attempt  to 
piggyback  on  the  Medicare  review.  Dr.  Maltz  also  stated  that  once  BCBS  knew  the  nature  of 
the  DME  program,  "we  would  take  a  look  at  the  need  to  do  retrospective  review  and  what  cost- 
benefit  ratios  might  be  obtained  in  that."  Tr.  5:23  (Maltz).  Although  BCBS'  filing  states  that  the 
RFP  award  would  be  announced  in  September  1992,  Dr.  Maltz  stated  during  cross-examination 
that  it  would  be  announced  at  the  beginning  of  October  1992.  BCBS  has  provided  no  further 
information  concerning  the  status  of  the  RFP  in  this  proceeding,  although,  according  to  Dr. 
Maltz,  HCFA's  decision  should  have  been  announced  by  now. 

I  am  not  persuaded  that  BCBS  was  unable  in  this  hearing  to  propose  a  program  for  DME 
similar  to  that  planned  for  outpatient  psychiatric  services.  Dr.  Maltz  acknowledged  that  many 
claims  for  DME  can  be  very  expensive.    Therefore  the  concerns  that  a  separate  Medex  review 
would  not  be  cost-effective  are  less  persuasive  with  regard  to  DME  than  they  are  with  respect  to 
office  visits.  Additionally,  BCBS  should  have  learned  by  now  whether  it  was  awarded  the 
contract  to  review  DME  claims  for  Medicare.  If  so,  it  should  be  in  a  position  to  develop  a 
meaningful  review  of  such  claims.  If  BCBS  was  not  selected,  it  should  now  be  ready  to  prepare 
a  retrospective  review  program  similar  to  that  planned  for  psychiatric  services.  Accordingly,  I 
direct  BCBS  to  develop  and  implement  such  a  program  during  this  rate  year,  or  to  justify  in  its 
next  rate  filing  why  it  was  unable  to  do  so.  However,  I  will  not  find  BCBS'  overall  cost 
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containment  program  inadequate  on  this  basis  or  make  any  negative  Chapter  199  finding  in  this 
regard. 

4.      Hospital  Outpatient  Department  Services 

The  AG  also  argues  that  BCBS'  review  of  OPD  services  is  inadequate,  apparently  on  the 
basis  that  BCBS  acknowledged  that  it  reviewed  only  5  percent  of  claims  in  1992  and  expects  to 
review  7  percent  of  OPD  claims  in  1993.    BCBS  responds  that  it  has  an  expanded  hospital 
outpatient  review  for  which  it  has  projected  savings  of  $420,000  for  1992.    It  states  that  its 
current  reviews  are  in  the  categories  of  CT  scans,  magnetic  resonance  imaging  (MRI)  and 
radiology,  and  that  it  is  monitoring  the  review  for  cost-effectiveness  and  is  considering  reviews 
of  other  services,  such  as  cardiac  rehabilitation  services,  diagnostic  blood  tests  and  physical 
therapy.    On  this  record,  I  will  not  conclude  that  BCBS'  program  is  unduly  narrow.  It  appears 
that  BCBS  has  selected  procedures  which  are  associated  with  large  claims  experience  and  are 
more  likely  to  yield  cost  containment  savings.  While  I  will  not  find  that  this  program  is 
unacceptable,  I  direct  BCBS  to  continue  to  explore  the  addition  of  other  procedures  which 
might  be  cost-effective  and  to  incorporate  in  its  next  filing  a  description  of  its  analysis  and 
evaluation  of  procedures  that  were  selected  or  not  selected  for  review. 

D.     Utilization  Review  of  Pure  Medex  Days 

BCBS  states  that  under  BCBS'  new  DRG  system  for  pure  Medex  days,  if  a  patient  is 
already  eligible  for  pure  Medex  days  at  the  time  an  acute  hospital  stay  begins,  BCBS' 
prospective  review  and  pre-certification  process  will  occur.  Dr.  Maltz  stated  that  BCBS  would 
not  be  conducting  concurrent  reviews  for  patients  admitted  on  pure  Medex  days  who  are 
expected  not  to  exceed  the  DRG  outlier  trim  point. 

The  AG  criticizes  BCBS1  review  of  pure  Medex  days  because  BCBS  does  not  plan  to 
conduct  any  pre-certification  of  subscribers  who  are  admitted  for  Medicare-eligible  stays  but 
who  become  pure  Medex  liabilities.   The  AG  contends  that  without  preadmission  screening,  the 
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concurrent  review  of  pure  Medex  days  which  will  occur  at  the  time  BCBS  is  informed  that  a 
subscriber  is  on  pure  Medex  days  will  be  deficient  under  Chapter  199  standards.  He  points  out 
that  Dr.  Maltz  agreed  that  only  a  small  proportion  of  Medex  patients  are  admitted  on  pure 
Medex  days,  rather  than  converting  from  Medicare  stays.    The  AG  also  notes  that  Dr.  Maltz 
testified  that  preadmission  review  is  important  to  the  effectiveness  of  cost  containment  under  the 
DRG  system  established  following  the  enactment  of  Chapter  495. 

BCBS  responds  that  it  will  conduct  concurrent  review  once  it  learns  that  a  Medex  member 
is  using  pure  Medex  days.   It  argues  that  since  for  most  of  these  Medicare  stays,  no  pure  Medex 
liability  will  ever  be  incurred,  it  does  not  make  sense  for  Medex  to  conduct  a  review  until  that 
time.   Although  it  acknowledges  that  there  can  be  a  delay  between  the  time  that  a  stay  becomes 
eligible  for  pure  Medex  benefits  and  the  time  that  BCBS  is  notified  of  the  liability,  BCBS 
contends  that  because  Medicare's  record-keeping  is  retrospective,  the  subscriber  and  the  hospital 
become  aware  that  Medicare  coverage  is  exhausted  only  when  a  hospitalization  claim  is  denied 
by  Medicare.    BCBS  maintains  that  it  would  not  be  cost-effective  or  even  possible  to  set  up  an 
independent  system  to  track  Medicare  days  of  coverage  for  all  Medex  members  in  order  to 
initiate  an  earlier  review  of  pure  Medex  claims.  Additionally,  it  notes  that  during  the  Medicare 
stay,  Medicare  is  conducting  ongoing  concurrent  review  through  the  Peer  Review  Organization 
(PRO). 

I  agree  with  BCBS  that  on  this  record  there  does  not  appear  to  be  a  practical  way  to 
review  Medicare  stays.  The  AG  has  not  offered  any  evidence  on  this  point.  I  note,  in  addition, 
that  these  stays  are  not  free  of  any  review.  In  fact,  Medicare  is  conducting  concurrent  reviews 
and  presumably  would  deny  coverage  itself  if  the  stay  was  not  medically  necessary.  However,  I 
believe  it  would  be  reasonable  for  BCBS  to  explore  the  development  of  a  threshold  review  of 
stays  that  convert  from  Medicare  to  pure  Medex  liabilities,  including  the  possibility  of 
coordinating  with  Medicare  to  determine  when  such  pure  Medex  stays  commence.  Although  I 
will  not  find  that  BCBS  cost  containment  programs  with  regard  to  liabilities  for  pure  Medex 
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days  are  inadequate,  I  direct  it  to  evaluate  possibilities  for  coordination  with  Medicare  to  learn 
about  conversions  in  a  more  timely  fashion,  and  to  explore  the  development  of  an  explicit  gate- 
keeping mechanism  to  evaluate  the  medical  necessity  of  pure  Medex  day  claims  when  BCBS 
first  learns  of  them.  BCBS  is  directed  to  report  on  its  evaluation  in  its  next  rate  filing. 

E.     Utilization  Review  of  Prescription  Drug  Claims 

1.      Prospective  Drug  Utilization  Review  ~  Optimal  Therapeutics 
Program 

The  AG  argues  that  BCBS1  prospective  utilization  review  program,  entitled  the  "Optimal 
Therapeutics"  program  fails  to  satisfy  Chapter  199  requirements.  The  AG  notes  that  the 
purpose  of  the  program  is  to  restrain  future  expenses  caused  by  unnecessary  and/or 
inappropriate  medications  by  providing  physicians  with  information  to  improve  their  prescribing 
practices  through  face-to-face  educational  exchanges  which  provide  better  and  more  complete 
information  on  drug  therapies.   This  program  was  described  at  some  length  in  the  Decision  on 
1991  Medex  Rates  at  146-155. 

The  AG  takes  issue  with  BCBS'  inability  to  present  documentation  of  any  dollar  savings 
realized  by  the  program.    He  claims  that  only  2300  different  physicians'  offices  have  been  visited 
and  that  only  936  face-to-face  contacts  have  occurred  with  physicians  since  the  program  was 
implemented.   The  AG  contends  that  these  numbers  are  small  compared  to  the  9000  to  10,000 
physicians  who  submit  Medex  claims  and  demonstrate  that  the  program  is  too  limited  in  scope 
to  be  effective.  He  argues  further  that  BCBS'  failure  to  report  any  program  savings  constitutes  a 
failure  to  satisfy  Chapter  199's  requirement  that  BCBS  show  that  this  program  has  a 
demonstrated  impact  on  controlling  prescription  drug  costs. 

BCBS  responds  that  the  AG's  criticisms  are  inconsistent  because  he  complains  both  that 
BCBS  has  not  demonstrated  quantifiable  savings,  and  yet  also  argues  that  the  program's  scope  is 
too  limited.  BCBS  argues  that  to  demand  a  broader  based  program  and  at  the  same  time 
challenge  its  effectiveness  is  unreasonable. 


Decision  on  1 993  Medex  Rates  Page  1 04 

DOI  Docket  No.  G92-28 

BCBS  contends  that  this  program  is  currently  narrowly  focused  and  should  be  allowed  to 
be  fully  implemented  and  evaluated  before  any  conclusions  are  drawn.  Dr.  Kellenberger  testified 
that  of  the  five  modules  to  be  presented  to  physicians,  three  are  fully  prepared  and  have  been 
presented.  He  stated  that  the  fourth  is  in  the  final  stages  of  preparation.   BCBS  argues  that  it 
makes  no  sense  to  expand  the  program  to  cover  more  physicians  until  it  is  determined  that  the 
existing  targeted  program  is  effective,  stating  that  the  cost  of  the  focused  program  being  done  by 
Medco  is  high.    It  contends  that  the  AG  has  offered  no  evidence  to  suggest  that  a  cost-effective 
program  could  be  operated  to  cover  additional  physicians  or  drug  categories. 

BCBS  also  argues  that  calculating  savings  resulting  from  the  program  is  complex  because 
the  program  is  designed  to  change  future  physician  prescribing  practices.  It  states  that  BCBS 
and  Medco  have  employed  a  consultant  to  assist  in  developing  an  appropriate  evaluation 
protocol.   It  also  asserts  that  the  results  of  a  preliminary  analysis  done  on  the  interventions  in 
1991  did  not  produce  definitive  results,  because,  according  to  Dr.  Kellenberger,  many  of  the 
early  visits  with  physicians  were  spent  explaining  the  program  rather  than  communicating 
substantive  information.   Dr.  Kellenberger  stated  that  it  takes  time  for  physicians  to  incorporate 
the  information  conveyed  to  them  into  their  practice.   BCBS  argues  further  that  to  require 
BCBS  to  demonstrate  quick  savings  for  every  new  program  would  preclude  the  introduction  of 
other  innovative  cost  containment  programs. 

I  note  that  last  year  the  AG  raised  similar  objections  to  the  limited  scope  of  this  program. 
In  my  decision,  I  concluded  that  although  expansion  of  the  program  may  achieve  more  benefits, 
the  program  was  only  in  its  second  year.  I  directed  BCBS  to  report  on  the  program's  progress 
and  to  evaluate  and  present  in  its  filing  the  results  of  an  evaluation  of  the  benefits  of  any 
modifications  or  expansion  to  the  program.  See  Decision  on  1992  Medex  Rates  at  134-135. 

While  on  this  record  I  will  not  conclude  that  BCBS'  program  is  inadequate,  I  am 
concerned  that  the  implementation  of  all  of  the  modules  has  taken  this  long.  I  therefore  direct 
BCBS  to  complete  all  modules  by  its  next  rate  filing  or  explain  satisfactorily  its  failure  to 
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complete  the  start-up  of  this  program  by  that  time.  I  also  direct  that  BCBS  present  an 
evaluation  of  this  program  in  its  next  filing,  including  a  cost-effectiveness  analysis  of  both  the 
focused  program  and  a  more  expanded  program,  and  a  utilization  review  savings  analysis,  with  a 
projection  of  expected  savings.  BCBS  is  also  directed  to  provide  a  timetable  for  such  savings. 

2.      Concurrent  Drug  Utilization  Review 

In  its  November  12, 1992  amendment  to  the  filing,  BCBS  has  proposed  a  new  retail  drug 
concurrent  review  program  to  commence  in  April  1993.  According  to  BCBS,  the  proposed 
program  includes  a  point-of-service  computer  capacity  provided  by  the  PCS  pharmacy  network 
to  allow  BCBS  to  implement  concurrent  utilization  review  for  all  prescriptions  filled  at  retail. 
This  program  will  be  in  addition  to  the  mail  service  concurrent  utilization  review  program 
conducted  by  Medco  which  was  approved  and  implemented  for  the  1991  rate  year,  when  BCBS 
first  introduced  mail  service  for  prescription  drugs.    BCBS  asserts  that  it  has  arranged  for 
Medco  and  PCS  to  exchange  prescription  data  daily  so  that  both  systems  will  have  complete 
data.    It  contends  further  that  the  introduction  of  the  drug  formulary  as  part  of  the  new  retail 
pharmacy  program  would  also  encourage  the  use  of  the  most  cost-effective  prescription  drugs. 
BCBS  claims  that  this  program  will  be  state  of  the  art,  because  the  capacity  to  use  a  point-of- 
service  computer  system,  and  the  formulary  addition  to  such  a  system  are  both  recent 
innovations.   Finally,  BCBS  asserts  that  the  new  retail  prescription  drug  program  is  cost- 
effective,  with  gross  savings  more  than  six  time  the  incremental  expenditures  for  the  program. 

The  AG  argues  that  BCBS  has  failed  to  satisfy  the  standards  of  Chapter  199  because  it 
does  not  currently  have  in  place  concurrent  utilization  review  of  retail  drugs.  He  complains  that 
BCBS1  proposed  retail  concurrent  utilization  review  program  is  not  expected  to  begin  until  April 
1993,  the  second  quarter  of  the  rate  year.  He  argues  that  insofar  as  any  increase  in  rates  would 
take  effect  January  1, 1993,  BCBS  will  not  have  adequate  concurrent  utilization  review  to  meet 
the  requirements  of  Chapter  199  for  the  rating  period  as  it  begins.  He  argues  also  that  the  rate 
increase  is  based  on  historical  costs  that  are  excessive  in  the  absence  of  effective  utilization 
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review.    The  AG  contends  further  that  the  savings  reported  by  Medco  for  concurrent  review  of 
mail  service  drugs  during  1991  are  74  percent  below  projected  savings.    For  these  reasons,  the 
AG  contends  that  BCBS  does  not  have  effective  concurrent  utilization  review. 

BCBS  argues  that  its  projected  1991  savings  for  concurrent  review  programs  were  not 
achieved  because  of  unexpected  issues  associated  with  program  start-up  which  have  since  been 
resolved.  Dr.  Kellenberger  testified  that  the  savings  were  lower  than  estimated  because  fewer 
subscribers  used  mail  service  than  had  been  expected.  He  added  that  another  reason  was  a  lack 
of  reporting  of  the  days  supply  on  the  subscriber-submitted  claim  forms.  He  stated  that  this 
deficiency  prevented  Medco  from  conducting  review  on  maximum  daily  dose,  some  components 
of  therapeutic  duplication,  and  over-utilization.  BCBS  also  noted  that  a  flaw  in  the  days  supply 
information  in  the  test  data  used  to  project  savings  resulted  in  an  over-projection  of  therapeutic 
duplication  savings.   Dr.  Kellenberger  also  stated  that  this  problem  was  corrected  through 
education  of  the  pharmacy  network  in  the  latter  part  of  199 1.    BCBS  points  out  that  through 
pharmacy  education,  information  on  days  supply  is  now  available  on  most  claims.  It  contends 
that  this  better  data  capture  and  increased  mail  service  utilization  have  already  resulted  in  higher 
concurrent  utilization  review  savings  for  the  first  six  months  of  1992  than  for  the  last  half  of 
1991. 

BCBS  disagrees  with  the  AG's  assertion  that  it  has  not  satisfied  Chapter  199  because  its 
new  retail  concurrent  utilization  review  program  would  not  begin  until  April  1993.  It  argues 
that  because  the  capacity  to  do  such  concurrent  review  was  only  developed  recently  and  the 
addition  of  a  formulary  to  such  a  point-of  service  system  is  even  more  recent,  it  is  not 
unreasonable  to  delay  until  the  second  quarter.  It  also  claims  that  the  April  1, 1993 
implementation  date  is  required  by  the  rate  approval  timetable  and  notes  Ms.  Socholitzky's 
testimony  concerning  the  importance  of  having  the  new  program  start  at  the  beginning  of  a 
quarter  to  accommodate  the  calendar  quarter  deductible.    Finally  it  contends  that  Chapter  199 
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recognizes  that  activities  that  "are  expected  to  have"  an  impact  in  the  future  can  serve  as  the 
basis  for  an  affirmative  finding. 

Based  on  the  record,  I  agree  with  BCBS  that  the  AG's  complaint  with  its  concurrent 
review  programs  are  misplaced  this  year.  BCBS  has  been  encouraged  in  recent  years  to  develop 
a  program  that  offers  concurrent  utilization  review  at  the  retail  level.  I  applaud  the  company  for 
having  finally  proposed  such  a  program,  and  find  its  cost  containment  activities  in  this  area  to 
satisfy  the  requirements  of  Chapter  199. 
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V.     POLICY  FORMS 

In  its  rate  filing,  BCBS  included  copies  of  previously  approved  certificates  for  all  six 
Medex  products  and  proposed  changes  to  these  certificates.72  BCBS  submitted  certain  of  these 
proposed  changes  in  response  to  the  requirements  of  OBRA  90;  other  proposed  changes  relate 
to  coordination  of  benefits.  BCBS'  November  12,  1992  amendment  to  its  filing  also  contains 
proposed  policy  form  changes  to  conform  to  the  proposed  retail  pharmacy  provisions. 

As  a  result  of  the  scope  of  OBRA  90's  requirements,  major  changes  to  the  Medex  policy 
language  have  been  required.  The  policy  forms  and  proposed  changes  to  those  forms  which 
BCBS  submitted  with  its  original  filing  on  August  3,  1992,  are  not  in  compliance  with  21 1  CMR 
68.00,  et  seq.  Additionally,  in  view  of  the  necessity  of  revising  policy  forms,  the  proposed 
policy  form  changes  submitted  during  the  course  of  this  hearing  are  disapproved  and  must  be 
incorporated  as  part  of  the  Medex  policy  forms.  Since  August  3,  1992,  BCBS  has  been  in  the 
process  of  submitting  revised  policy  forms  to  the  Division  for  review  by  staff  at  the  Division. 
The  Division  has  approved  BCBS1  Medex  Core  and  Medex  Silver  policy  forms.  I  understand 
that  BCBS  will  submit  the  remaining  four  policy  forms  for  review  in  due  course.73  Since  those 
forms  are  being  reviewed  in  their  entirety,  for  this  year,  I  defer  the  consideration  of  BCBS' 
proposed  policy  form  changes  submitted  in  this  year's  rate  filing,  including  any  relating  to  the 
proposed  retail  pharmacy  program  BCBS  proposes  to  implement,  to  this  review  process  within 
the  Division.  In  its  next  rate  filing,  however,  BCBS  should  submit  any  proposed  policy  form 
changes  for  review  in  the  hearing  process. 


72  Under  21 1  CMR  68.03,  direct-billed  Medex  certificates  are  now  referred  to  as  policies. 

73  I  am  taking  official  notice  of  the  Division's  approval  of  the  Medex  Silver  policy  form  on  January  22, 
1993. 
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VI.  CONCLUSION 

Based  on  the  foregoing  findings  and  conclusions,  IT  IS  ORDERED  THAT  the  filing  of 
Blue  Cross  and  Blue  Shield  of  Massachusetts,  Inc.  for  an  increase  in  Medex  rates  effective  on 
and  after  January  1, 1993  is  hereby  disapproved  to  the  following  extent: 

The  proposed  rates  for  each  of  the  six  Medex  produced  are  hereby  disapproved. 

The  proposed  Risk  Pool  Improvement  Program  is  approved. 

The  proposed  retail  pharmacy  program  is  approved  subject  to  the  qualifications  stated 
earlier  in  this  decision.  The  proposed  retail  pharmacy  concurrent  utilization  review  program  is 
approved. 

The  proposed  policy  form  changes  submitted  during  the  course  of  this  proceeding  are 
disapproved.  The  Medex  Core  and  Medex  Silver  policy  forms  have  been  approved  by  the 
Division.  The  policy  forms  for  each  of  the  remaining  products,  including  any  changes 
necessitated  by  OBRA  90,  shall  be  submitted  to  the  Division  for  review  in  accordance  with  the 
provisions  of  Section  V  of  this  decision. 

Pursuant  to  21 1  CMR  120.07,  BCBS  may  submit  a  Revised  Rate  Filing  for  those  products 
for  which  the  rates  have  been  disapproved.  Such  filing  shall  contain  the  rates  and  benefit  designs 
which  would  be  found  reasonable  in  accordance  with  this  decision,  with  the  supporting 
calculations  and  data  that  would  be  found  reasonable.  Such  filing  shall  incorporate  all 
appropriate  adjustments  to  rate  calculations  affected  by  the  determinations  made  in  this  decision. 
Such  filing  may  incorporate  by  reference  those  portions  of  the  pending  filing  found  to  be  within 
the  range  of  reasonableness. 

If  such  a  Revised  Rate  Filing  is  submitted  by  no  later  than  4:00  p.m.  on  February  19, 
1993,  a  hearing  will  be  held  at  10:00  a.m.  on  February  24,  1993,  to  consider  whether  further 
proceedings  are  necessary  to  review  the  rate  requested  in  the  Revised  Rate  Filing. 


i 
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Pursuant  to  G.L.  c.  176A,  §§  6  and  10  and  c.  176B,  §  4,  which  give  the  Commissioner 

authority  to  issue  such  orders  as  are  found  to  be  "proper,  expedient,  or  necessary  to  enforce  and 

administer  the  provisions"  of  these  sections,  and  pursuant  to  21 1  CMR  120.07  and  120.19,  if  a 

Revised  Rate  Filing  meets  the  requirements  set  forth  in  this  decision  and  can  be  approved,  it  will 

be  approved  effective  January  1,  1993. 

SO  ORDERED.  q-  ,  jw  ;         n 

Shelagh  A.  Ellman-Pearl 

Chief  Health  Insurance  Hearing  Officer 

Presiding  Officer 

Date:  February  12,  1993 
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ORDER 

The  foregoing  Findings,  Conclusion  and  Order  Concerning  the  Filing  of  Blue  Cross  and 
Blue  Shield  of  Massachusetts,  Inc.  of  Proposed  Medex  Rates  and  Certificates  to  Be  Effective  on 
and  after  January  1,  1993,  issued  by  the  Presiding  Officer  are  hereby  approved  and  affirmed, 
with  the  addition  of  the  following: 

The  Governor  is  filing  legislation  to  reform  the  Medigap  insurance  market  in 
Massachusetts.  That  legislation  addresses  concerns  about  accessibility  and  affordability  of 
Medigap  insurance,  which  were  considered  by  the  Medigap  working  group  established  over  one 
year  ago.  In  view  of  that  proposed  legislation,  BCBS  has  represented  to  me  that  in  the  event 
this  legislation  is  enacted  no  later  than  April  1,  1993,  it  will  agree  to  a  delay  of  the  effective  date 
of  the  foregoing  rates  until  April  1, 1993.  Accordingly,  I  hereby  order  that  any  Medex  rates 
approved  after  the  submission  of  a  revised  rate  filing  in  accordance  with  this  decision  shall  be 
effective  April  1,  1993  in  the  event  that  the  Medigap  reform  legislation  is  enacted  on  or  before 
that  date. 

SO  ORDERED. 


Kay7>^ y 

Commissioner  of  Insurance 


Date:  February  12, 1993 


This  decision  may  be  appealed  in  accordance  with  the  provisions  of  G.  L.  c.  176 A,  §  6 
and  G.L.  c.  176B,  §  12. 
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